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Greetings from Lieut. General Wm. S. Lawton 
to the Third National Convention 


The Third National Convention of our Society is scheduled to be held in Wash- 
ington, D. C., on the 22nd of October. Each of these Conventions should be a mile- 
stone marking the progress of our Society from year to year. Last year’s Con- 
vention was eminently successful from the standpoint of the thought engendering 


ideas propounded by the distinguished speakers and from the discussions that 
followed. 


We are working to make this year’s Convention an even better one from the 
standpoint of speakers, and we are also working to draw up and present a better 


and more effective National Constitution and By Laws to present for approval of 
the delegates. 


We can report to the 1959 Convention that several paid advertising accounts 
have been obtained for publication in our journal ‘‘The Armed Forces Comptroller’’ 
and that efforts are being made to secure more. We cannot report a record of 
phenomenal growth of Chapters and membership like we reported to the 1958 
Convention. There are many reasons for this leveling off of growth; one is the need 
for revision of the Constitution and By Laws to recognize the needs of a larger 
organization. These needs appear to be a more flexible governing council with a 
wider distribution of specific responsibilities to a greater number of officials, and 
at the same time a better representation of the highest professional talent in the 
Services as members of our Society andon the Council. We hope this reorganization 


will, among other objectives, create a better promotional effort from both the 
National and the regional organizations. 


In part, we have also felt a competition for the interest of our prospective 
field of membership from similar professional organizations. However, I feel that 
we have a real and close community of interest within and between the comptroller- 


ship personnel of the various military services to a degree which we do not have 
with any other group. 


This thought I would like to pass on to my successor and his associates: That we 
have available by means of our Society a constant line of communications by which 


we can air, discuss, and thrash out our common problems and the best solutions to 
these problems. 


To the officers and members of the National Council and to the many members 
of the Society who have contributed to the success of the American Society of 


Military Comptrollers during my two years as President, I wish to extend my 
heartfelt thanks. 


Sincerely 





WM, S. 
Lieut. General, USA 
National President 





| 
| 





NATIONAL OFFICERS 


Lieut. Gen. Wm. S. Lawton, USA 
President 


Rear Admiral G. F: Beardsley, USN 
Vice President 


Dr. Claude D. Baidwin(Air Force) 
Vice President 


Leonard W. Hoelscher (Army) 
Vice President 


Brig. Gen. H. Nickerson, Jr., USMC 
Vice President 


Captain Paul E. Trimble, USCG 
Vice President 


Oscar C. Lightner (Navy) 
Secretary 


Lt. Col. Samuel V. Anthone, USAF (Ret.) 
General Counsel 


Joseph D. Lubin (Army) 
Comptroller 


Kenneth E, Dunlap (Navy) 
Editor 


ASS’T. NATIONAL SECRETARIES 


Francis B. Collins, Army 
Leonard P. Lyon, Navy 
Stephen L, Clark, Marine Corps 
Lt.Cdr. Robert LoForte, Coast Guard 


PAST PRESIDENTS 


Vice Admiral Edward W. Clexton, USN 
Lieut. Gen. William D. Eckert, USAF 
Maj. Gen. Bickford E. Sawyer, USA ( Ret.) 
Col. John E. Bodle, USAF (Ret.) 
Major Joseph C. Armour, USA 


OTHER COUNCIL MEMBERS 


Major Garnett M. Burum, USAR 
Norwood P. Cassidy (Navy) 
Thomas B, Crossan, Jr. 

Col. George W. Davis, USAF 
Brig. Gen. Joseph F. Delaney, USAF 
Lt. Col. Maurice Edelman, USA (Ret.) 
Major Richard E. Ellis, USA 
Major Jules V. Fish, USAF 
Col. A. E, R. Howarth, USA 
Lt. Col. Herman A. Jones, Jr., USA 
Robert D. King (Army) 

D. F. McGrath 
Col. Ernest L. Osborne, USAR (Hon.Ret.) 
Major Louis A. Oswald, USAF 
John H. Prince (Coast Guard) 
Col. Frederick B. Smith, USA (Ret.) 
Raymond A, Soderberg (Army) 
Capt. Frank G. Springer, USN 
Lt. Col. Herman B. Wild, USA 
Major Walter H. Zwinscher, USAF 


EDITORIAL STAFF OF 
“THE ARMED FORCES COMPTROLLER” 


National Editor 


Kenneth E. Dunlap 
Navy 


Associate National Editors 


J. Paul Kingston John C. Jeffers William Scheela 
Army Navy Air Force 


Edward T. Beese John A. Johnson 
Marine Corps Coast Guard 


Regional Editors 


Melvin K. Zucker 
Washington, D. C. 


Wesley W. Griffin Jane E. McCall Patrick G. Clancy 
Memphis, Tenn. Denver, Colo. Leesville, Va. 


Kenzo Uyeon Marshall H. Norton Irving R. Ehrlich 
Aberdeen, Md. San Antonio, Texas Ryuku Islands 





VOLUME IV September 1959 Number 3 








‘“THE ARMED FORCES COMPTROLLER” is a forum for 
the presentation of the activities of Military Comptroller- 
ship. The views set forth in articles, or other matter in 
this publication, are those of the respective authors; they 
do not necessarily represent the views of the Government 
Agency, the Armed Forces or the National Council of the 
American Society of Military Comptrollers. 


‘‘The Armed Forces Comptroller’’ is published four 
times a year — March, June, September, December. Sub- 
scription rates: Members $2.00 per year, non-membec:.. 
$3.00 per year. 


Copyright by AMERICAN SOCIETY OF MILITARY 
COMPTROLLERS, 1959, Washington, D. C. 


Requests for permission to reprint articles should 
be addressed to: 


The Editor — 
National Editor 
Mr. Kenneth E, Dunlap, Navy 
Bureau of Aeronautics 
Washington 25, D. C. 


Second-class postage paid at Washington, D. C. Re- 
turn postage guaranteed. 


Publication address — P.O. Box 1747, Washington 13,D. C. 








CONTENTS 


Page 
ARMY INDUSTRIAL FUND AT ABERDEEN PROVING GROUNDS 

Colonel Grosvenor F. Powell, Deputy Commander, Aberdeen Proving Ground, 

ET: SG se aI Soo CR od aS o> Bis SOR pe eo oe RAO ae eee a eee oe 1 
FINANCING CONTRACT PROCUREMENT (Reprinted from Navy Comptr-ller Review) 

Mr. N. P, Cassidy, Assistant Comptroller, Accounting and Finance, U. S. Navy....... 9 
BUDGETING FOR AND MANAGEMENT OF MILITARY PAY AND ALLOWANCES THE 
MARINE CORPS METHOD 

Mr. M. A, Gillie - Budget Branch - Fiscal Division - Headquarters, Marine Corps.... 14 
KNOW YOUR OFFICERS 

Mr. Oscar C, Lightner, National Secretary, ASMC .....cccecsvcsccsscevecsees 19 
COST CONTROL THROUGH ARMY INDUSTRIAL FUNDS 

Se TEES C's as 3 5.k Sie © aeere ew 64 6 Reh ee ees Ce Paw netsh eh elapee 20 
ACCOUNTING OBJECTIVES — RELATION TO BUDGETING — COMPTROLLER 
GENERAL’S ACCOUNTING PRINCIPLES AND STANDARDS 

Mr. Raymond Einhorn, Associate Director, Accounting & Auditing Policy Staff, 

General Accounting Office 

Summary by: William Brown, James Duby, Andrew Moran, Anthony Triolo......... 24 
BUDGET EXECUTION IN AN AGENCY AND SYSTEM OF ADMINISTRATIVE CONTROL 
OF FUNDS 

Mr. James A. Miller, Deputy Assistant Controller for Budget, Atomic Energy 

TS 5 fs Os OE ec eh nae SS Se ee ee oe oo eae Be OO Slee 28 
CANAL ZONE AND MILITARY COMPTROLLERS EXCHANGE IDEAS 
Lt. Col. A. A. Tisone, USAF Hdqtrs., Caribbean Air Command, Albrook Air Force 
ee EE Sy aoe ete os os ook oes oe sade & ET ee hyaline Rdte eee eee le 32 
RUBRIC BUDGET COST RATIOS — A New Navy Industrial Funds Concept 

Mr. L. J. Richards, CPA-Comptrollers Office, U. S. Naval Gun Factory ........... 33 
COST CONTROL IN THE FEDERAL GOVERNMENT 

Submitted by Mr. Marvin B. Hopkins, Chief Cost Analysis Branch, Budget Division, 

ee Sec? . ', S cs G4 G15 o Soe Mac Glee © ooe Mein a Rib a 610 « 9L6 abe ee pw a 2 39 


A LETTER FROM THE EDITOR: 


Of special interest to ASMC members and his many friends is the retirement, from the govern- 
ment on 30 June 1959, of Col. Ernest L. Osborne, USAR (Hon. Ret.), who announces the establish- 
ment of private practice as an advisor on Management of Scientific and Engineering Research and 
Development Organizations with offices at 3130 Wisconsin Avenue, N. W., Washington 16, D. C. 

Col. Osborne received his engineering and scientific education at Yale University (Ph.B.), 
(elected to Sigma Xi for scientific scholarship), and the Massachusetts Institute of Technology 
(S.B.); accountancy, business administration and applied economics education at Pace Institute 
(Washington and New York); and business cycles, money and banking, public finance, economic 
theory and statistics education at Columbia University, School of Business (Post Graduate); 
Partner, Certified Public Accounting Firm, Controller, Secretary, Treasurer and Director of 
Industrial Corporations, Consulting Economist to the Research Councilof the Controllers Institute 
of America, Senior Technical Advisor to various State Agencies, Special Consultant, Organization 
and Methods Examiner, Management Analyst, with extensive liaison work in the Pentagon (Army, 
Navy and Air Force), And last but surely not least are the ASMC accomplishments and a United 
States Army career: Life Member of American Society of Military Comprtollers; Member of 
National Council; formerly National Secretary and Editor; and President of Washington Chapter; 
awarded the ‘‘Certificate of Outstanding Service to the Profession of Military Comptrollership.’’ 
Career has included commissioned service in the Corps of Engineers, United States Army; and 
service as Colonel, Army of the United States. Received Certificate of Achievement from Depart- 
ment of the Army. Biographical sketch in Volume III of ‘‘American Men of Science’’ (1956). 

I would surely be remiss if I didn’t add a ‘‘Well Done, Colonel’’ and ‘‘Continued Success in 
Your New Venture.” 


The Editor. 
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ARMY INDUSTRIAL FUND AT ABERDEEN PROVING GROUNDS 


Colonel Grosvenor F. Powell,” Deputy Commander, Aberdeen Proving Ground, Maryland 


Since 1953 we have been hearing con- 
siderable talk about the Army Financial 
Management Plan. As most of us know by this 
time, the Plan was designed to achieve the 
basis for more effective and more efficient 
overall financial management of the Army. The 
Army Financial Management Plan embraces the 
principle that each Commander be provided with 
the resources necessary to perform his assign- 
ed function or mission, and that he be held strict- 
ly accountable for the use of these resources. 
Inherent in this principle is the requirement 
for the improvement of operational perfor- 
mance through the assignment of specific 
responsibility for the evaluation and control of 
the cost of labor, supplies and services by 
those who actually cause the expenditure to be 
made. In order to accomplish this, it is neces- 
sary to utilize accounting methods and tech- 
niques similar to those used in private in- 
dustry. At Aberdeen Proving Ground this is 
being accomplished through the use of the 
Army Industrial Fund, which as we all know, 
is an element of the Financial Management 
Plan. This system was instituted at Aberdeen 
Proving Ground on 1 September 1957. 

Before I discuss the details of the AIF, I 
would like to tell you about the mission of 
Aberdeen Proving Ground. APG is a Class II 
installation, reporting directly to the Chief of 
Ordnance. Our mission is to perform basic 
and applied research, development engineering 
and proof, or acceptance testing of Ordnance 
materiel. This includes research in the science 
of ballistics, missiles, and problems relating 
to space phenomena; human engineering 
studies; coating and chemical research and 
Explosive Ordnance Disposal activities. Our 
proof and acceptance work includes the testing 
of weapons, vehicles and ammunition. In order 
to accomplish our mission, our facilities in- 
clude wind tunnels, blast chambers, firing 
ranges, test courses, and many other unique 
and special experimental aids. For research, 
development, and testing to be conducted under 
extreme climatic conditions, we maintain test 
teams and activities at Yuma, Arizona and Fort 
Churchill, Canada. In addition to our basic 
mission, we provide administrative and logis- 
tical support to separate and attached agencies, 
such as the Ordnance Training Command, the 
Nike Guided Missile Shops, and The Ordnance 
Board. When directed by the Chief of Ordnance, 
or higher authority, the installation furnishes 
services and performs work for agencies of 
other Government departments, and in some 
cases, for private individuals, industrial con- 
cerns and other agencies as authorized by law. 


Prior to 1 September 1957, APG operated 
under the appropriation system which was 
restricted to the legal and fiscal aspects of 
the accounting function. This system provided 
operating funds from some forty different 
sources. This resulted in numerous different 
accounting pockets, with some 3,000 fiscal 
ledger accounts and required the entry of 
detailed accounting transactions in these ac- 
counts. Burdened with this multi-financed, 
complex ‘‘Frankenstein’’, we did not have 
control and our organization was not mission 
oriented. Under conditions suchas these, there 
was an impelling requirement for the estab- 
lishment of an Industrial Fund System. 

The installation of the AIF has resolved 
many of our problems by providing modern 
management and accounting techniques for 
the integration of data, which is essential for 
effective management action in a mission 
oriented organization. 

Before I go any further, perhaps I’d 
better answer the question that may be in 
your mind. What is an Army Industrial Fund 
and how does it operate? 

The AIF is a working capital revolving 
fund authorized by a Charter, with a cash 
allocation provided from the U. S. Treasury. 
The initial working capital is made up of this 
cash, plus the installation’s inventories of 
materials and supplies which are also con- 
tributed, less an amount representing the 
accrued leave on the starting date. All of this 
represents the ‘‘Corpus of the fund’’. 

The revolving nature or management 
cycle of the fund is illustrated by Chart #1. 

The first stage in the cycle is the receipt 
of the customer’s order. By customer, we 
mean any installation, command, other Govern- 
ment agency, Or commercial concern re- 
questing the accomplishment of work by the 
Proving Ground. The Office Chief of Ordnance 
is our biggest customer. Work is also re- 
ceived from arsenals such as Picatinny, 
Frankford, Watertown, Redstone, and other 
Army installations. Some orders are from the 
Air Force, Navy and the Advanced Research 
Project Agency. Before any work can be under- 
taken, the order in the form of a project 
order, service order, or AIF order, must be 
received from the customer. At this point, 
let us observe that the ‘‘buyer-seller’’ re- 
lationship is not completely analogous to such 
a relationship in private business; some of 
the elements are missing. Yet, this relation- 
ship has real value in those remaining ele- 
ments of executing work under specific ‘‘con- 
tract or work order’’: A method of operation 





*Presented by Col. Grosvenor F, Powell, Deputy Commander, Aberdeen Proving Ground to the 
U. S. Army Management School, Ft. Belvoir, Virginia. 
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which gives appropriate recognition to the 
many different benefiting customers and their 
specific work requirements and to the Aver- 
deen Proving Ground, the performing instal- 
lation. 

At Aberdeen Proving Ground, the con- 
tractual relationship also creates built-in 
pressure on management to continually improve 
cost estimating and cost control. The need 
for reliable cost estimating for pricing orders 
at the time of acceptance, impels management 
to promote the development and use of cost 
standards to indicate what the costs shouldbe. 
The cost standards become a management tool 
in measuring performance and improving cost 
control. It is our opinion that these manage- 
ment efforts to control costs arouse true cost 
consciousness down thru each supervisory 
level to the worker. Performance and costs 
of jobs, services, functions, processes and 
operations come under objective study. 
Management efforts to control performance, 
in order to meet price as- well as quality 
and quantity specifications, result in smoking 
out inefficiencies which often are obscured in 
a ‘‘level-of-effort’’ type of management control. 
Since the customers’ orders are accompanied 
by fund authorizations, like a contract, ordering, 
programming, budgeting, and funding are syn- 
chronized through the same organizational 
channels. This eliminates reprogramming and 
simplifies the management problems. The 
nature of the Aberdeen Proving Ground prob- 
lem requires that it be separately managed 
with regard to planning, programming, sched- 
uling, budgeting, funding and accounting. 

The utilization of the Army Industrial Fund 
System permits placing substantial additional 
emphasis on integrated management control 
systems, such as: work standards, work plann- 
ing and control, statistical quality control, cost 
estimating and cost finding, automatic data 
processing, operations research, and manager- 
ial type reports. In this type of operation, it 
must be fully realized that we cannot dis- 
associate accounting for research, develop- 
ment and production costs on customer orders 
from our important management control sys- 
tems any more than we can disassociate them 
from fund authorizations. 

At this point, some of the peculiar ad- 
vantages of the industrial fund begin to be 
very evident as it facilitates the successful 
and effective operation of a highly complex, 
non-routine industrial type operation. As pre- 
viously stated, the order must be’ supported 
by funds to cover the cost of performing the 
order. This constitutes the money stage which 
provides the capital required for obtaining re- 
sources such as raw materials, manpower, 
other direct costs, and overhead type costs. 

Although use of the working capital pro- 
vides greater financial authority and flexi- 
bility to operating management for procure- 


ment and effective use of manpower, materials 
and other resources, the amount of working 
capital is limited, and management must look 
to a flow of revenue from customers which is 
adequate to maintain working capital in a sol- 
vent and liquidcondition. This need for revenue 
stimulates alert, forward-looking financial 
planning. Since revenue may be obtained only 
through performance on customer orders, 
management of the producing activity is en- 
couraged to strive, through negotiation with 
customers, to procure advance orders to 
achieve, as nearly as possible, an efficient 
level of production. Management i8 motivated 
to vary labor force and inventories in order 
to control costs in line with workloads actually 
generated by customers’ orders. 

The next stage is referred to as the re- 
sources stage, which requires no further ex- 
planation. These three stages - Orders, Money, 
and Resources — constitute the input factors in 
our cycle. 

As our resources are applied to accepted 
orders, we move into the area of work-in- 
process in the utilization stage. Here we com- 
pare the planned vs. actual position and analyze 
our performance in terms of actual costs vs. our 
planned costs, and performance vs. schedule. 

The utilization of resources results inthe 
production of the goods or services that have 
been ordered by our customer. The end-item 
inventory is depleted by shipment tothe custo- 
mer. 

As goods and services are delivered, we 
bill our customer. This billing stage can be 
accomplished as the work progresses or at the 
completion of the total order. The price at 
which the bill is rendered is either on the 
basis of the cost of performance or fixed price. 

Reimbursement to the Industrial Fund re- 
sults from the billing against the customer’s 
appropriated funds. With this, the revolving 
cycle of the AIF has been completed. 

These last four stages — utilization, pro- 
duct, billing, and reimbursement, are the output 
factors in our cycle. In order for the AIF to 
perpetuate itself, the overall operation must 
balance in the evaluation: 


Input = output 


With this point in mind, we find the greatest 
point of distinction between he AIF and com- 
mercial operations: - industry continually 
attempts to maximize profits, whereas, the AIF 
must break even without a profit or loss. 

In summary, the AIF is a revolving, self- 
perpetuating, working capital fund utilized to 
initially finance commercial or industrial type 
activities of the Army. It operates by using its 
capital or money to procure resources to be 
utilized in the production of goods and/or 
services ordered by the customers who must 
reimburse the fund based on billings rendered. 
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A major purpose of the industrial fund 
program is to create for both the producer 
and consumer of goods and services produced 
by industrial and commercial-type activities, 
management incentives to seek greater effici- 
ency and economy in the production and con- 
sumption of such goods and services. To do 
this, financial arrangements are so devised 
that human nature will work for these objec- 
tives, rather than against them. Incentives 
for better management are created by two 
factors inherent in the industrial fund 
system — 


(1) the contractual relationship required 
between consumer and producer, and (2) the 
dependence of the producer on revenue to re- 
plenish his working capital. 


The AIF meshes nicely with other basic 
management tools for the integration of plann- 
ing, controlling and reporting of our mission 
objectives and accomplishments. This system 
is depicted in Charts #2 and #3. 

The receipt of a customer order is-the 
initial phase of the system. The order is re-! 
viewed to determine if it can be accomplished 
by the installation, i.e., whether we have the 
capability, capacity and facilities required to 
perform the work. If we do, the order is 
accepted. The order is then assigned to the 
applicable operating organization which has 
the specific mission assignment for accomp- 
lishing the requirements of the order. 

Control is established at this point by the 
assignment of an expenditure order (X.O.) 
number which will be utilized from the work 
planning and scheduling phase, through and in- 
cluding completion of the work, and the final 
billing which will reimburse the AIF. The 
X.O. is the local identification by which we 
plan, control and report under our integrated 
system. 

The operating organization must then plan 
the details of how the work will be accomplished 
through every stage, phase, and operation re- 
quired to complete the work, in accordance 
with the technical requirements of the custom- 
er’s order. After the work planning, comes 
budget planning, which utilizes the work plann- 
ing data and converts it into dollar require- 
ments in terms of labor, overhead, material, 
and other direct costs. 

The Planning data is furnished to the 
Comptroller who must assure that the customer 
has provided adequate funding to cover the cost 
of performing the work. If sufficient fundsare 
available, authority is granted to the perform- 
ing organization and work is commenced. 





is granted by the Comptroller. At the 
same time, the Date Processing Branch(EAM) 
is notified that authority has been granted, and 
a master operations and cost card is establish- 





ed. This ‘‘Master Deck’’ then becomes a con- 
trol point to assure that only authorized work 
is accomplished. As the performing organi- 
zation incurs costs, it must submit job cards 
covering labor, overhead, and material con- 
sumption to the Data Processing Branch. This 
information is then collated with the ‘‘Master 
Deck’’ and unauthorized charges, if any, are 
investigated. Periodically, reports are render- 
ed to the customer as tothe status of his work. 
The Comptroller provides information relative 
to fund requirements and status, while the 
performing organization furnishes technical 
information relative to progress of the work. 

Feed Back of integrated data for manage- 
ment review, decision and action is provided 
as shown in Chart #3. 

Internal reporting and analysis is generat- 
ed to cover three major areas — General Ac- 
counting, Cost Analysis and Accounting, and 
Work Planning and Control Data. Information 
developed in the latter area is fed back to the 
performing organization in the form of daily, 
weekly, and monthly reports covering the uti- 
lization of manpower in terms of manhours. 
Comparison can then be made at various levels 
between planned performance and actual per- 
formance. Non-production time is identified 
and corrective action is taken where neces- 
sary. Since labor and overhead constitute 85% 
of APG’s costs, the system permits attention 
to be focused at those points where analysis 
and review efforts will prove the most fruitful. 
With this information and the data relative to 
our load forecast, adjustments can be initiated 
to assure the most efficient and economical 
utilization of our resources. 

The next major area of feed back ~- Cost, 
Analysis and Accounting is accomplished by the 
Comptroller and the performing organization. 
Weekly and monthly reports permit the de- 
tailed analysis of all elements of cost at all 
levels of interest. The emphasis in this area 
is that of controlling and reporting dollars of 
cost rather than justhours. A detailed example 
will be presented in a few moments which will 
fully explain the area of cost control. 

The feed back of data in the General Ac- 
counting area is designed primarily to maintain 
and control the integrity of our working capital 
fund, the AIF. In this area, the Comptroller is 
responsible for the management review, de- 
cision and action to assure that all expenses 
incurred in the performance of an order are 
billed to and reimbursed by the customer. 
Control, reporting, and analysis are effected 
for each element of cost ona weekly or month- 
ly basis. 

This whole integrated system is predicated 
on the theory that management must have timely 
and accurate data which can be reviewed at 
various levels to permit decision as to what 
course of action should be taken. Good infor- 
mation fosters good decision. 
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The primary purpose of the entire inte- 
grated system is to provide the framework that 
will-permit management to get the work out on 
schedule and to control costs. We plan and 
schedule our work budget for the dollars re- 
quired to peform, and then we analyze our 
planned vs. actual performance. Chart #4 illus- 
trates the Control of Costs by Work Order. 

As you can see, this is done by direct 
elements of costs, i.e., labor, material, and 
other direct costs. In addition, labor is analyz- 
ed not only in terms of dollars, but also in 
terms of hours. The analysis of labor hours 
has become more meaningful since 1 July i958 
when we adopted average labor hourly rates 
for each cost center performing work on 
customer orders. 

The planned performance for each work 
order is budgeted in terms of hours and dollars 
by each direct element of cost as indicated 
oa the right side of Chart #4. As expenses 
are incurred, a comparison of actual perform- 
ance against the budget for the work is possible 
and the resulting variances can be computed and 
analyzed. This permits the computation of per- 
centages of planned effectiveness for each ele- 
iment of direct cost. Inaddition to comparisons 
at the individual expense stage, comparisons 
are also possible at the work-in-process and 
the finished product stages, with particular 
attention being given to the total cost variance 
and the resultant percentage of effectiveness 
at the total Work Order level. 

As you no doubt have noticed, no analysis 
is made of the indirect costs at the work order 
level. All indirect expenses are analyzed at 
the Cost Center level as is customery incom- 
mercial accounting practices. 

By focusing on our unusual variances, we 
are able to concentrate our attention in those 
areas that need the most attention. Inthis way, 
we are able to apply the principle of manage- 
ment by exception. 

Another big aid in facilitating the practice 
of the concept of management by exception is 
the Funds Status Report. The format of this re- 
port is shown in Chart #5. 

The Funds Status Report provides general 
management with one of its most yital overall 
business management tools. In this report the 
emphasis is placed on our two most important 
elements of cost - labor and overhead, which 
represents about 85% of our cost. However, 
consideration is given to all other elements of 
cost since estimates of these requirements are 
reflected when the expenditure order is estab- 
lished. 

In the illustration, there are three ex- 
penditure orders, all relating to the Combat 
Vehicle Program. The balance remaining after 
the material and other estimated requirements 
have been subtracted from the funds authorized 
represents the amount of funds that are avail- 
able for labor and overhead costs, as shown in 





























Column #5. The amount expended for labor 
and overhead during the period is indicated in 
the 6th Column and the balance remaining for 
labor and overhead is obtained by subtraction, 
and shown in the 9th Column. Based on the 
planned hours remaining, the funds needed for 
the remaining labor and overhead requirements 
is ascertained, and shown in the 10th Column. 
Comparison of the balance that is available for 
labor and overhead with the amount required 
indicates whether there is an overage or short- 
age of funds for the completion of the planned 
hours remaining. This is shown in the last 
column. In addition, the actual hours expended 
during the week is shown so that some indi- 
cation of hours being utilized is presented as 
an aid in determining how the work is pro- 
gressing. From this information, we can de- 
termine approximately how many weeks it will 
take for completion of the work. 

This type of report is extremely helpful 
in reprogramming of funds into expenditure 
orders where additional funds are required, 
since we are permitted to reprogram within 
the same major program. In the case at hand, 
we have a shortage of funds on X.O. 395-901, 
the first one. Funds can be reprogrammed from 
X.O. 395-902, which indicates an overage, since 
both X.O.’s relate to the Combat Vehicle Pro- 
gram. Program-wise we will still have a bal- 
ance of some $5,000 as shown on the next to 
the last line. 

Another advantage of this report is that it 
permits us to return excess funds to the cus- 
tomer before the work is completed. This 
aids the customer in getting better utilization 
of funds since he knows before the work is 
completed that he has funds that are available 
for other work, either at the Proving Ground 
or elsewhere. 

In summary, the Status of Funds Report 
permits us to adjust our plans as a result of 
changing conditions and factors, permits us 
to assure administrative control of funds, and 
permits us to report overages (or shortages) 
to the customer on a timely basis so that he 
can adjust his plans to varying condition. 

Now, I would like to summarize the Bene- 
fits of AIF as we can see them at Aberdeen. 
First, the AIF is Mission Oriented. It tends to 
promote more complete and systematic con- 
solidation of functions within one homogeneous 
organization and reduces the diffusion of finan- 
cial and administrative responsibility existing 
in a multi-financed operation. The AIF has 
introduced greater flexibility in the assignment 
and performance of work and has enabled us 
to assign functions in a manner best suited to 
mission requirements. It places control direct- 
ly in the hands of the Commander, who is thus 
afforded greater management flexibility in util- 
izing available resources to meet his mission 
objectives. 

The next major benefit of AIF is the fact 























CONTROL OF COSTS 





BY WORK ORDER 





ACTUAL PERFORMANCE 








PLANNED PERFORMANCE 





VARIANCE BUDGET LABOR HOURS 
——S— 
VS... .. .. . — — . — — — — — -— + -5,335 
569 


-T VARIANCE 


—-----——} 




















SuOSET LABOR _§ 


10,000 


BUDGET MATERIAL 








BUDGET OTHER DIRECT 


(= aun don OO 
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L Combat Vehicle Program 
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Last Wk's total 250, 000 37,525 212, 475 154, 680 303 5,826 57,795 52,590 5,205 
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that it forces management at all levels to be- 
come performance conscious. The AIF pro- 
vides for broad fund and performance controls 
at the Commander’s level and for detailed 
controls at the organization and work order 
level. It provides current and accurate reports 
which are completely integrated to disclose 
facts regarding actual costs versus planned 
costs, actual time of performance versus sched- 
uled performance, direct costs versus indirect 
costs, and resources actually utilized versus 
planned utilization. The AIF provides a real 
incentive to develop and utilize realistic plan- 
ning, since the AIF system expects close 
scrutiny of actual performance against the 
plan. 

Third, since the AIF is a system which 
can be more readily integrated with other 
management control systems and can be more 
readily mechanized on modern data processing 
equipment, it provides a basis for improved 
‘scientific management.’’ Through the AIF, 
programming, planning, budgeting, accounting, 
inventory, Manpower control, performance 
analysis and billing are all integrated to pro- 
duce many reports for various levels of re- 
sponsibility. 

There are, of course, certain limitations 
under the present AIF concept. Perhaps, the 
greatest of these being the fact that a national 
procurement activity is not permitted to be 
financed under the Industrial Fund. At instal- 
lations where this type of activity répresents 
a significant portion of the total mission, the 
AIF financial statements do not reflect the 
overall total management picture. In addition, 








we still must rely on appropriated funds to 
obtain Capital Equipment required by the instal- 
lation. All non-operating facilities require- 
ments at AIF installations must be budgeted 
and funded separately and cannot be included 
in the AIF system. In theory, this is proper; 
but in practice, this limitation dictates separate 
and independent management action outside of 
the AIF framework. The AIF provides for the 
treatment of depreciation of assets as only a 
statistical cost and does not permit prorata 
charges against customer orders and the off- 
setting establishment of reserve accounts for 
the replacement of fixed assets. A Department 
of Defense directive indicates that costs of 
minor amounts of capital equipment may be 
charged to AIF overhead provided the Depart- 
ment of Army issues instructions. As of now, 
these instructions have not been issued, but 
efforts are being made to remedy this situation. 

In addition, Office, Chief of Ordnance still 
controls the allocation of Class Act manpower 
spaces at APG. Recently, APG was granted 
authority to control its own Wage Board man- 
power spaces which permits us to adjust, to 
some extent, our labor force to meet changes 
in levels of direct operations. 

In conclusion, the AIF at Aberdeen Proving 
Ground represents a realistic and constructive 
approach to the Ordnance Corps’ objective of 
reducing costs, keeping our affairs in order, 
improving quality performance and meeting 
customer schedules. The Army Industrial Fund 
is a system for developing facts (in terms of 
dollars) so that a manager cancheck perform- 
ance and make good decisions to reduce costs. 
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FINANCING CONTRACT PROCUREMENT 
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Cassidy commands high respect in industrial banking and financial circles as well as throughout 


the Government. 


Contract financing in the Department of 
the Navy is carried on pursuant to statutes, 
Department of Defense policy, and joint pro- 
cedures prescribed by the three military de- 
partments, after these procedures are co- 


ordinated with the Contract Finance Committee. 


This Committee is composed of procurement 
representatives and comptroller(finance) rep- 
resentatives of the three military departments 
and of the Office of the Secretary of Defense. 

Contract financing is available to con- 
tractors in three different forms: guaranteed 
loans, advance payments, and progress pay- 
ments. 

Guaranteed loans are made under the 
authority of Section 301(a) of the Defense Pro- 
duction Act of 1950, as amended, and Executive 
Order No. 10480. The Departments of the 
Army, Navy, and Air Force, among others, 
are designated as ‘‘guaranteeing agencies’’ and 
authorized by Section 302(a) of Executive Order 
10480. They may, pursuant to this authority 
guarantee in whole, or in part, any public or 
private financing institution (including any 
Federal Reserve bank) by commitment to pur- 
chase, agreement to share losses, or other- 
wise, against loss of principal or interest on 
any loan which may be made for the purpose 
of financing any contractor, subcontractor, or 
other person in connection with performance of 
any contract or other operation deemed by the 
guaranteeing agency to be necessary to expedite 
production and deliveries or services under 
Government contracts for the national defense, 
or in contemplation of the termination, in the 
interest of the United States, of any contract 
made for the national defense. 

Under the guaranteed loan program, a 
loan (commonly referred to as a ‘‘V-loan’’ 


because such loans are made under Regulation 
V of the Board of Governors of the Federal 
Reserve System) is essentially the same as 
any other loan made by banks, except that 
under the standard form of V - loan guarantee 
agreement the guaranteeing agency is obli- 
gated on demand of the lender to purchase a 
stated percentage of the loan and share losses 
in the ratio of that guaranteed percentage. 
Guaranteed loans afford a particularly good 
medium for financing borrowers who hold 
subcontracts, Or numerous prime contracts 
and prime contracts with several contracting 
agencies. Funds are disbursed and collected 
by the lending institution, and its personnel 
administer the loan. Government funds are 
not involved except by purchase of the guar- 
anteed portion of loans and the settlement of 
losses. 

The second type of financing employed for 
contract procurement is advance payments. 
Advance payments are authorized in accord- 
ance with the provisions of 10 U.S. Code 2307. 
When appropriate, advance payments also are 
authorized pursuant to The Act of August 28, 
1958 (72 Stat. 972). In addition to this general 
authority, advance payments by the Navy on 
salvage operations contracts are authorized by 
10 U. S. Code 7364. 

Advance payments are advances of money 
made by the Government to a contractor prior 
to, in anticipation of, and for the purpose of 
complete performance under a contract or 
contracts. Advance payments are made only 
to prime contractors. They are expected tobe 
liquidated from payments due tothe contractor 
incident to the performance of contracts. 
While advance payments may be made to 
prime contractors for the purpose of making 
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advances to subcontractors, the work involved 
on the part of prime contractors and the risks 
involved for prime contractors severely limit 
the practical usefulness of subadvances for 
financing subcontract performance. 

The third type of financing used for pro- 
curement contracts is progress payments. The 
authority to make progress payments may be 
found in the provisions of Section 3648, Revised 
Statutes, 31 U. S. Code 529. The term ‘‘pro- 
gress payment’’ signifies payments made, as 
work progresses under a contract, upon the 
basis of costs incurred, of percentage of 
completion accomplished, or of a particular 
stage of completion. This type of funding pro- 
vides, by far, the most preponderant dollar 
support to the procurement effort. 

These are the three categories of financing 
available and regularly employed to assist 
contractors in the performance of defense 
contracts. The question immediately raised by 
this recital is, ‘‘What are the basic policies 
applicable to each?’’ 

Department of Defense policy — speaking 
of all three types — is that contract financing 
is to be regarded as a useful working tool 
that may be used to the benefit of the Govern- 
ment for aiding procurement by expediting per- 
formance of defense contracts and subcon- 
tracts. The contract financing system makes 
possible production in volume that could not 
be accomplished otherwise. Prudent contract 
financing supports procurement and production 
and fosters the small business policy by pro- 
viding necessary funds to supplement other 
funds available to contractors for contract 
performance. The cardinal rule is that con- 
tract financing is to be provided only to the 
extent reasonably required for performance 
of contracts and subcontracts. 

This general policy is predicated on the 
knowledge: (1) that money is one of the in- 
dispensable elements for all contract per- 
formance; and (2) that financial difficulties 
encountered by contractors and subcontractors 
may disrupt production schedules, cause wast- 
age of manpower and material, and result in 
monetary loss to the Government on the default 
and reletting of contracts. : 

In pursuance of this general policy, and 
in order to reduce the hazards as far as 
possible, procurement authorities are enjoined 
that contracts should be entered into only with 
those potential contractors who have the fi- 
nancial capacity or credit (giving due regard 
to the availability of progress payments, 
guaranteed loans, and advance payments), the 
technical skill, management competence, and 
plant capacity and facilities (including sub- 
contracting capacity) to reasonably assure their 
ability to perform defense contracts in ac- 
cordance with their terms. 

In further amplification of this point, 
Department of Defense policy is that the need 
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for advance payments, or for progress pay- 
ments, or for a guaranteed loan shall not be 
treated as a handicap in awarding contracts 
to those qualified contractors who are other- 
wise deemed competent and capable of satis- 
factory performance. Further, it provides that 
any contractor deemed reliable, competent, 
capable and otherwise responsible, must not 
be regarded as any less responsible by reason 
of the need for reasonable contract financing 
provided directly or guaranteed by a military 
department. 

In the selection of an appropriate method 
for provision of funds to finance defense con- 
tracts, contractors are not expected to seek 
or obtain loans or credit from agencies of the 
Government outside the Department of Defense. 
The purpose of this is to insure that every 
reasonable effort is made to assist small 
business in the problems relating to financing 
defense contracts. 

Provision for progress payments or ad- 
vance payments may be incorporated into con- 
tracts at inception, or provided later by amend- 
ment. V - loans may be established contempor- 
aneously with contract award; or arranged 
later; or, if so provided by loan agreement, an 
existing V- loan may be utilized for financing 
a contract entered into after the establish- 
ment of the V - loan. 

In what manner is this financial assistance 
extended to contractors? There follows briefly 
the procedure applicable to progress payments, 
guaranteed loans, and advance payments. 

As to progress payments, the Department 
of Defense policy provides that when requested 
by contractors who are known from experience 
or from adequate preaward investigation to be 
reliable, competent, and capable of satisfactory 
performance, to have an adequate accounting 
system and controls, and tobe ina satisfactory 
financial condition, ‘‘customary’’ progress 
payments may be made on negotiated contracts 
provided that such contracts involve a long 
‘‘lead time’’ or preparatory period(normally 
approximately six months or more between 
the beginning of work and the first delivery) 
and may require predelivery expenditures that 
will have a material impact on contractor’s 
working funds. Familiar examples include, 
among others, contracts for aircraft, engines, 
complex items of electrical or electronic equip- 
ment, heavy handling equipment, production 
machines and equipment, tanks, and other 
items of heavy ordnance, 

Whenever, incident to formal advertising 
the contracting officer considers that the period 
between the beginning of work and the required 
first production delivery will exceed six 
months, or that progress payments will be 
useful or necessary by reason of unusual cir- 
cumstances that will involve subsequent ac- 
cumulation of predelivery costs that may have 
a material impact on a contractor’s working 








funds, the invitation for bids will state that 
upon written request by the prospective con- 
tractor the standard progress payment clause 
will be included in the contract at the time of 
the award. The invitation for bids also states 
that bids which include such request will be 
evaluated on an equal basis with those not in- 
cluding such requests. In passing, it should be 
noted that the Comptroller General has held 
that if the invitation for bids does not contain 
the statement relative to availability of pro- 
gress payments, such bids are deemed non- 
responsive to the invitation. Progress pay- 
ments may be provided subsequent to the award 
of a contract but only if the Government re- 
ceives good and sufficient legal consideration. 

The amount of progress payments is 
limited to a percentage of costs incurred, ora 
percentage on stage of completion. Under De- 
partment of Defense regulations, all supply 
contract progress payments are to be based 
on costs incurred. The exceptions are con- 
tracts for military public works construction, 
shipbuilding, and ship overhaul and repair. 
For construction and ships, percentage of com- 
pletion progress payments are traditional. 
Progress payments on supply contracts are 
customarily measured at 70% of costs incurred, 
except that in the case of small business they 
may be made at 75%. However, ‘‘unusual’’ 
progress payments may be made at a higher 
rate, if cleared by the Department of Defense 
Contract Finance Committee. Not more than 
6 or 7 cases have been passed up to the Com- 
mittee since the ‘‘customary’’ level on such 
payments was officially prescribed in April 
1954. 

Progress payment financing involves di- 
rect financing by the Government on the basis 
of work in process and inventories acquired 
under a specific contract. As of 1 January 
1959, the aggregate sum of $1,487,778,548 was 
outstanding in progress payments on all Navy 
contracts, exciusive of military construction 
contracts. 

_Turning next to guaranteed loans, the 
procedure followed in V- loans differs from 
progress payments in that the procurement 
officer does not provide the financing asa part 
of the contract. At the time of contract award, 
he is expected to satisfy himself that the con- 
tractor has, or will have, sufficient funds 
reasonably to assure the satisfactory per- 
formance of the contract. An existing V - loan 
in force at the time of contract award, or one 
contemporaneously or subsequently arranged, 
may provide this assistance. 

Usually, a defense contractor or subcon- 
tractor goes to a bank or banks of his own 
choosing and discusses his need for working 
capital to finance his defense work. The bank 
determines whether to make the loan; if so, 
whether wholly at the bank’s risk or with a 
limited Government guarantee. If the bank 


ll 


considers a guarantee necessary, it will then 
work out an agreement as to the terms and 
conditions of the loan. When this is done, the 
bank will submit an application for the guaran- 
tee to the Federal Reserve bank in its district. 
The application is forwarded to the agency or 
military department having preponderance of 
interest in the proposed borrower’s backlog. 
Accompanying the application will be a listing 
of all defense contracts, both primes and subs, 
a copy of the proposed loan agreement, cash 
forecasts of the borrower and information on 
the history and financial condition of the bor- 
rower. Upon receipt of the application for the 
Government guarantee, the Federal Reserve 
bank first makes an analysis of the financial 
condition of the contractor and his require- 
ments, and then prepares a credit report for 
the potential guarantor, including recommenda- 
tions concerning the loan. 

Upon receipt of the report by the guaran- 
teeing agency, the Comptroller’s Office re- 
quests the procurement authorities to provide 
certification (a ‘‘Certificate of Eligibility’’) in 
writing as to: (1) the need of the production 
under the defense contracts in question as it 
relates to the national defense effort; (2) 
whether or not the contractor is known tohave 
the required facilities and ability to perform 
the contracts; and (3) whether or not there is 
a readily available alternate source. The 
alternate source determination is not sought, 
however, with regard to small business; in 
fact, its applicability to small business is 
barred under existing legislation. 

With regard to the alternate source re- 
quirement, the Certificate of Eligibility states: 

‘‘This is not intended as a statement that 
there is absolutely no alternative source other 
than this contractor. The certification is 
founded on practical considerations. These 
considerations include the urgency of supply 
schedules, technical and plant capacity and 
unwillingness of other suppliers, time and ex- 
pense involved in reletting all or parts ofcon- 
tracts. (including expense of terminations for 
convenience and delays incident to future de- 
terminations of default) , comparative prices, 
effecting interruptions of established sub- 
contracting arrangements, and other pertinent 
practical factors.’’ If the certification is denied 
the application for a guarantee is disapproved. 
However, affirmative certificates of eligibility 
are usually received together with supporting 
information from contracting officers. 

With the Certificate of Eligibility in hand, 
the Comptroller’s Office makes an analysis 
and evaluation of the financial condition of the 
contractor, the proposed terms and conditions 
of the loan, and the recommendations of the 
Federal Reserve bank. Ordinarily, mortgages 
on fixed assets are not required, but they are 
required when considered essential to protect 
the Government. Depending upon the circum- 








stances of individual cases, endorsements, 
guarantees, subordinations, and stand-bys of 
other indebtedness, and other special security 
devices are required when deemed necessary 
for the protection of the Government. The loan 
agreements also contain certain affirmative 
and negative covenants which likewise are de- 
signed to afford protection of the Government’s 
interest. 

At this point it will be observed that the 
case will have been screened and evaluated by 
the commercial bank, the Reserve bank, and 
the guaranteeing agency. In the analysis and 
evaluation, it is kept in mind that these ar- 
rangements should not be arbitrarily, burden- 
somely, or unreasonably restrictive, but that 
they should provide all safeguards and limi- 
tations that are prudently and reasonably 
necessary to protect the Government. 

After this analysis and evaluation, unless 
the risks are judged to be so great as to make 
a guarantee imprudent, authority is transmitted 
back to the Federal Reserve bank to enter into 
a guarantee agreement with the bank which is 
to advance the money — their money, not the 
Government’s—to the contractor. However, 
the Government may condition its guarantee 
upon changes in the terms and conditions of 
the loan deemed necessary or desirable. Once 
the guarantee is issued, the contractor is in 
a position to make borrowings subject to a 
borrowing formula and in compliance with the 
loan agreement. 

In the case of all V - loans, the contractor 
is limited in his borrowing by a borrowing 
formula sometimes referred to as an ‘‘asset 
formula.’’ This simply means he must have 
accounts receivable, inventories, and work in 
process in a predetermined percentage under 
his defense contracts and subcontracts in ex- 
cess of actual borrowings. Normally, a con- 
tractor is restricted in his borrowings to 80% 
or 90% of his accounts receivable, inventories, 
and work in process under defense contracts. 
In almost all cases, assignment to the lending 
bank of proceeds of defense contracts is re- 
quired as collateral to the V-loan. These 
assignments, together with the foregoing limi- 
tation on borrowings would, were all defense 
contracts and subcontracts profitable, insure 
an ultimate payoff of the loan out of payments 
received on contracts. However, experience 
has shown that some contracts are not profit- 
able. These consequently give rise to financial 
problems. These unprofitable contracts may 
be unprofitable for multiple reasons, such as 
management incompetence, technical defic- 
iencies or unexpected difficulties in meeting 
specifications, bad pricing inthe first instance, 
failure of suppliers to perform on schedule, 
etc. 

Maturity dates of V - loans are fixed, based 
on the expected period of contract performance, 
but normally do not exceed one year or at the 
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most two years. During the period of the 
credit, borrowings occur as required (within 
the loan ceiling and formula) and the loan re- 
volves. However, it should be understood that 
these maturities do not necessarily bring 
about a payoff of all loans at maturity be- 
cause under some loans the contractor is ob- 
taining new contracts and adding more con- 
tracts to his borrowing base, which in fact 
will extend the period of his need for credit, 
and in some cases will increase the require- 
ment for credit. As maturities occur, the 
Federal Reserve banks again make recom- 
mendations for or against extension, and the 
guaranteeing agencies carefully review and 
evaluate the loan, the general condition of the 
contractor at that time, and the progress being 
made on defense work. The Comptroller’s 
Office decides whether to extend the maturity 
and under what terms. These are communi- 
cated back to the Federal Reserve bank for 
official confirmation to the lending banks. If 
at V- loan maturity, a borrower’s backlog of 
defense contracts, performance record, finan- 
cial condition, and borrowing requirements 
are such that a new V - loan would be in order, 
there is no reasonable ground for insisting 
(quite contrary to sound industrial and com- 
mercial banking practices) that the old loan 
be first repaid in full and then replaced by a 
substitute loan. If a contractor or subcon- 
tractor (having a V - loan) would have been fully 
qualified for a V- loan on January Ist, the ex- 
istence of a maturing V - loan on the preceding 
December 31st would not disqualify him. 

Government funds are not involved in the 
ordinary V- loan case. Government funds be- 
come involved only when lending banks ask the 
guaranteeing agency topurchase the guaranteed 
percentage of a loan, which a lending bank has 
the right to do at any time on ten days’ notice, 
or when losses, if any, are settled, or when the 
Government voluntarily purchases the loan to 
establish its statutory priority in the event of 
possible insolvency proceedings by or against 
the borrower. It should also be noted that the 
V-loan program has been more than self- 
supporting from guarantee fees. The Govern- 
ment, for its guarantee of the stated percent- 
age of the loan, receives a portion of the 
interest on the loan. The higher the percentage 
of guarantee, the greater the fee percentage. 
For instance, in the case of a 70% guarantee, 
the fee is 10% of the guarantee percentage; on 
a 90% guarantee it is 30%. Thus, assuming 
interest at 5% (incidentally, 6% is the maxi- 
mum which is permissible — and the maximum 
is prescribed by the Board of Governor’s of 
the Federal Reserve System) the guarantor’s 
share would be 10% x 70% x 5%, or .35% and 
and the bank’s share 4.65% with a 70% guaran- 
tee; comparable figures at 90% guarantee would 
be 90% x 30% x 5%, or 1.35% to the guarantor 
and 3.65% to the bank. 








Now, as to the third method of financing, 
advance payment procedures differ from pro- 
gress payments and guaranteed loans in that 
the Navy has direct control over the use and 
application of the funds advanced by the Govern- 
ment. These advances may be made on any 
type of contract with a showing of need for 
direct Government assistance, upon appli- 
cation by the contractor to the contracting 
officer, if properly authorized by the Comp- 
troller’s Office. The contracting officer re- 
views the applicatiou and forwards the papers to 
the Contract Financing Office (the Comp- 
troller’s Office) with a recommendation for 
or against the advance. If his recommendation 
is favorable, it is supported by a certificate 
stating that the required materials are es- 
sential to the national defense and that the 
materials or services cannot be procured 
readily from an alternate source without 
prejudice to the national defense without pro- 
vision for advance payments. 

When an advance payment is approved, 
the advance payment funds and all other pay- 
ments under the affected contracts are de- 
posited in a special bank account subject to 
withdrawal only for the purpose of performing 
the contract. This is assured through the re- 
quirement that checks for withdrawal of funds 
from the special account are required to be 
signed jointly by the contractor and the Govern- 
ment. Usually, the countersignator for the 
Government is the naval material inspector 
who has inspection cognizance over perform- 
ance of the contract. The terms ofthe advance 
payment arrangement provide for a lien in 
favor of the Government, paramount to all 
other liens, upon the credit balance in the 
special bank account and upon the supplies or 
other things covered by the contract and onall 
material and other property acquired for or 
allocated to the performance of the contract 
or contracts. Restrictive covenants, designed 
to protect and safeguard the Government’s 
interest, such as prohibitions against mortgag- 
ing or encumbering the assets or property of 
the. contractor, against the payment of divi- 
dends, etc., are included in the terms of the 
arrangement. Because of the variations in 
circumstances of individual cases, a fixed rule 


cannot be prescribed for determining adequacy 
of security in a particular case. When and to 
the extent deemed necessary and appropriate, 
special security provisions are required, such 
as, for example, personal or corporate en- 
dorsements or guarantees, pledges of collater- 
al, subordination or stand-by of other indebted- 
ness, and controls or limitation on profit 
distributions, salaries, bonuses or commis- 
sions, rentals and royalties, capital expendi- 
tures, creation of liens, debt retirement or 
stock retirement, and creation of additional 
obligations. The contractor is obliged to pay 
interest at the specified rate on the amount 
of his unliquidated advances. Repayment of 
advances normally is accomplished by with- 
holding of the final payments under the contract 
or contracts financed by the advance payment 
arrangement. 

Why are these types of financing neces- 
sary? Defense financing is necessary because 
we have in the economy of this country seg- 
ments of industry, both large and small, which 
are dependent for existence, wholly or partly 
upon Government orders. For the most part, 
these segments of industry, both large and 
small, are underfinanced in relation to working 
capital required to perform contracts for de- 
fense purposes. It is just as simple as that. 
Consequently, in order to obtain the materials 
and services needed to sustain the defense 
effort, the Government is obliged to finance 
the productive effort in whole or in part, much 
earlier than on delivery or full performance 
of acontract. Furthermore, because of special- 
ized requirements and limited competition in 
many fields, or efficiency which permits 
competitively low prices, many contractors 
are awarded new contracts whichenlarge their 
cash requirements and extend the period of 
employment by them of the Government financ- 
ing assistance made available to them. With 
the present level of defense spending, the types 
of specialized equipment materials, and ser- 
vices required, and with the various segments 
of industry, both large and small, engaged in 
the defense effort, it is believed that the need 
for a financing program is a continuing one. 
Without it, the defense needs would not be 
met. 








STOP THE PRESS!! 


The Third National Convention of the American Society of Military Comptrollers will be held 


Thursday, 22 October 1959, in Room 5A-1070 in the Pentagon, Washington, D. C. 


For hotel reservations call or write: — 
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Rear Admiral G. F. Beardsley 
Deputy Comptroller - U.S. N. 
Room 4E-774 Pentagon 
Washington 25, D. C. 
Telephone OX 7-3067 


BUDGETING FOR AND MANAGEMENT OF MILITARY PAY AND ALLOWANCES 
THE MARINE CORPS METHOD 


M. A. Gillie - Budget Branch - Fiscal Division - Headquarters, Marine Corps 


The military payand allowance appropria- 
tions for active duty personnel within the De- 
partment of Defense approximates 10 to 1l 
billion dollars, annually, or in the neighborhood 
of 25% to 30% of the total Defense budget. 
This article will limit itself to a discussion 
of the Marine Corps appropriation Military 
Personnel, Marine Corps which, in order of 
magnitude is currently just around the 600 
million dollar mark. However, in that the four 
services’ appropriations are similar in scope 
and structure, a look at the smallest of the 
four will disclose problems applicable to all. 

The intricacies of the military personnel 
appropriation Military Personnel, Marine 
Corps is of primary interest only at the Head- 
quarters level in that: (a) estimates of budge- 
tary requirements are prepared entirely at 
Headquarters, U. S. Marine Corps (Field 
Commanders are not requested to supply 
estimates of their requirements for military 
pay and allowances as in the case ofa mainte- 
nance and operation type of appropriation); 
(b) the field participates directly in managing 
only in the area of subsistence in messes at 
major commands or in about 5% of the total 
appropriation (more than 90% of the appro- 
priation is managed as an open allotment). 


PERSONNEL APPROPRIATIONS ARE AMEN- 
ABLE TO CENTRALIZATION 


The advantages of open allotment funding 
are obvious; Commanding Officers are not 
allotted limited dollar amounts with which to 
‘‘buy”’ Military Personnel; A Commanding 
Officer may order personnel actions without 
regard to any fiscal limitations, aside from his 
inherent responsibility as a government ad- 
ministrator to continually operate economic- 
ally. The Disbursing Officer’s primary in- 
terest is in liquidating legal obligations which 
are authorized by current law or regulation, 
with complete freedom from fear of being 
cited for possible violation of the Anti- 
deficiency Act. The military personnel obliga- 
tions are based upon regulations, orders, and 
policies emanating from Headquarters, U. S. 
Marine Corps. 

The formulation and execution of the 
military pay budget is accomplished with a 
minimum of sound and fury - except at the 
Headquarters level, at least insofar as the 
Marine Corps is concerned. How does this 
come about? 


THE STRUCTURE - TRIED AND TRUE 


At the time of realignment of the budget 
structure around 1952, it was considered that 
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the then current method of budgeting for 
military personnel was best; that this type of 
an appropriation should continue to be budgeted 
for and financially managed as a whole rather 
than in separate segments such as divisions, 
air wings, regiments, battalion or squads. 

Using the smaller infantry unit as an 
example, a squad, it was recognized that costs 
could vary greatly depending upon the status 
of individuals that compose the group. A squad 
composed primarily of voluntarily enlisted 
personnel, just out of recruit camp, would 
differ in pay status from one composed of 
personnel who have almost completed their 
enlistment or who in a period of mobilization 
were drafted regardless of having dependents. 
The basic pay cost for the former would 
amount to about $16,000 annually. However, if 
each individual possessed dependents the costs 
would increase an additional $15,000, under the 
provisions of current law. In addition, if during 
that year any of the personnel were discharged, 
there would be large one-time costs payable 
upon separation, plus, if the man reenlisted, a 
substantial bonus. 

Recognizing, then, that even though mili- 
tary pay and allowances within all the four 
services are based on identical laws, never- 
theless, the specific amounts creditable to the 
individual member vary greatly depending upon 
his personal status of duty assignment, it was 
decided that: the complications of planning and 
budgeting for military personnel costs would be 
an unwarranted demand upon field command; 
the rigidities of executing a financial plan for 
personnel costs could become self defeating in 
an organization whose primary existence is for 
combat; and that, accordingly, formulation and 
execution of a personnel budget in terms of 
subordinate units was not only impracticable 
but undesireable. 

As an important aside, however, it must 
be stated that standard average rates of 
military pay and allowances have been de- 
veloped. These are sometimes used for cost 
comparisons, but their use is limited generally 
to areas where such statistical costs are 
satisfactory. 


THE TOTAL APPROPRIATION — 
WHOSE RESPONSIBILITY 


The Marine Corps military personnel 
budget structure is that prescribed by De- 
partment of Defense for all four services and 
is composed of four major budget activities. 





MARINE CORPS DESIGNATION OF 
RESPONSIBILITY 








1959 Allocated 
Amount in Millions 


Receives Allocation 
of funds 


Budget Activity Project Sponsor 








Pay and Allowances 541.2 Assistant Chief/ Staff, 
G-1 w/Fiscal Director Fiscal Director 
Subsistence in Kind 53.3 Quartermaster Quartermaster 
General w/G-1, G-4 General 
Movements, Permanent 39.4 Director of Director of 
Change of Station Personnel Personnel 
Other Military Personnel 9 Assistant Chief/ 





Costs Staff, G-1 Fiscal Director 

The overall appropriation sponsor is the PROGRAM COORDINATOR 
Assistant Chief of Staff, G-l1. This policy has 
been determined based on the following reason- Troop and Organization ACofS, G-3 
ing; the Assistant Chief of Staff, G-1 (herein- Operational Research and 
after designated ACofS, G-1) is the paramount Development ACofS, G-3 
personnel planning agency of Marine Corps Materiel Research and 
Headquarters; as such he originates the over- Development ACofsS, G-4 
all officer and enlisted personnel policies and Manpower ACofs, G-1 
plans; the Personnel Allocation Plan (which Materiel ACofS, G-4 
outlines personnel requirements for operating Training ACofS, G-3 
forces (Fleet Marine Force, Security Forces, Installations ACofS, G-4 
Afloat) Supporting Forces and Training Base; Aviation DirAvn 


estimates of personnel gains and losses by 


The foregoing alignment assigns the over- 
months. 


all manpower program to the ACofS, G-1 thus 
continuing his specific responsibility for mili- 
tary personnel and the appropriation ‘‘Military 
Personnel, Marine Corps.’’ As Manpower 
Coordinator, the ACofS, G-1 will also be 
responsible for two additional major manpower 
programs - (1) civilian personnel; (2) reserve 


BUDGETING BY PROGRAM 


Let’s digress for a moment from the 
military personnel pay appropriation to get a 
glimpse of the overall budget picture. The 





Marine Corps is currently well on the way 
toward adoption of a system of budgeting tied 
to programs. The Marine Corps program sys- 
tem would categorize the administrative activi- 
ties into major functional areas of program 
development and administration. The program 
system provides for program formulation, 
execution, review, and analysis. Program 
formulation will encompass long-range pro- 
grams, mid-range programs and annual pro- 
grams. In program execution, tasks will be 
assigned to Sub-Program Administrators to 
ensure the efficient accomplishment of the 
program objectives. 

Under direction of the Commandant of the 
Marine Corps, the Chief of Staff supervises 
the operation and administration of all activities 
of Headquarters, U. S. Marine Corps. With the 
assistance of the Deputy Chief of Staff (Plans) 
and the Deputy Chief of Staff (Research and 
Development), he directs the staff in the 
development, execution, review, and analysis 
of Marine programs. 

Within this framework, the tentative eight 
major programs and the staff officers generally 
responsible will be as follows: 
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personnel. However, Sub-Program Adminis- 
trators will be assigned to assist the G-1 in 
the latter programs. 

To return to our consideration of the 
military pay appropriation the overall basic 
plan as prepared by ACofS, G-1 is distributed 
to the Commandant’s staff. At the same time 
the ACofS, G-l requests execution of his 
Standard Operating Procedure (SOP) for for- 
mulation of the personnel budget. This con- 
sists, in part, of a series of budget questions 
developed by the Fiscal Director. The answers 
to these questions in most cases contain 
personnel details for costing the numerous 
items of pay and allowances which are de- 
pendent upon factors such as the individual’s 
location, or duty, or assignment, or personal 
status. For those budget questions for which 
reply is generated within ACofS, G-1, that 
office calls on the Commandant’s Staff for 
basic personnel data to use as a base or take- 
off point for budget projections, i.e., number 
by pay grade, length of service. To these data 
are applied experience factors (percent of 
reenlistment, for example.) The ACofS, G-1l 
then forwards, as a complete package, the SOP 














data to the Fiscal Director who prices the 
budget plan under consideration. 

Before acceptance, however, and incor- 
porated into the budget request, the individual 
item of pay or allowance, is compared with 
history of past performance as to number, 
average rate, and validity when compared to 
items or similar nature. The ACofS, G-1 is 
contacted for explanation or, if required, 
modification. In addition, the cost is evaluated 
from a financial feasibility standpoint, i.e., 
evaluated in the light of the current financial 
climate. 


PAY AND ALLOWANCES 


A major feature of the military pay ap- 
propriation is that the activity Pay and Allow- 
ances comprises 85% of the total. This ratio 
is fairly consistent with those of all the armed 
forces. In the Marine Corps the responsibility 
of project sponsorship is divided between the 
ACofS, G-1 and the Fiscal Director. 

The primary advantage is that persons 
responsible for the plans and policies relating 
to the execution of this appropriation are in a 
completely separate Division from those whose 
responsibility is the estimation of the monthly 
obligations, estimates of cost for proposed 
changes in personnel plans and policies or 
proposed legislation. This works as a check 
and balance system. 

These two divisions are specialized in 
their particular phase of the operation. ACofS, 
G-1 can devote his consideration to strictly 
personnel planning: promotions, deployment, 
manning levels, recruit loads, officer and en- 
listed retention factors, promotion plans, types 
of special clothing issues — to mention just a 
few. The Fiscal Division cooperates closely, 
advises the ACofS, G-1 of costs of actual or 
proposed personnel policy or plan revisions or 
developments, as any financial advisor should. 
Thus, proposed changes generated primarily 
from the ACofS, G-l and which will affect 
financial requirements, are evaluated by Fiscal 
personnel who are more familiar with intri- 
cacies of the varying pay and allowances. 
Accordingly, it is highly desirable that the 
Fiscal Division personnel have a background 
of disbursing and personnel management ex- 
perience, be familiar with statutory entitle- 
ment and regulations or instructions based on 
such law. 

In addition proposed changes in plans or 
policies or proposed legislation which have a 
monetary impact are reviewed by the Fiscal 
Director as to whether the proposal is finan- 
cially feasible and desirable and supportable 
within the financial plan. 


SUBSISTENCE IN KIND 


This activity is composed of two projects: 
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Subsistence in Messes and Operational Rations. 
The funds are managed by the Quartermaster 
General of the Marine Corps. The major part 
of the funds are allotted by that office to the 
major field commands. Minor posts and stations 
may make charges directly to an open allot- 
ment held at Headquarters. 

Operational rations, of which the C-Ration 
is best known to the public, and which are 
procured and held for use in the event of 
mobilization, are managed by the Quarter- 
master General, with planning assistance from 
the ACofS, G-1 and policy guidance from the 
ACofS, G-4, Supply and Logistics. 

In the preparation of the budget, the pri- 
mary responsibility of the Quartermaster 
General is to furnish the average daily rate of 
subsistence to be used for each area of troop 
deployment. The Quartermaster General also 
estimates the amount of reimbursable business. 
As part of the SOP package previously de- 
scribed, the ACofS, G-1 furnishes the estimate 
of numbers of personnel by area. 

The Fiscal Director assesses one factor 
against the other, consolidates and prepares 
the budget estimate and narrative justification. 


MOVEMENTS, PERMANENT CHANGE OF 
STATION 


This budget activity is the most contro- 
versial ara in the personnel budgetin sofaras 
Congress is concerned. Congress, in recent 
years, has apparently been convinced that there 
is, throughout all the services, too much 
‘shuffling around’’ of military personnel, 
their dependents, and household goods. The 
Marine Corps, however, feels that its method 
of control is efficient and particularly suitable 
for its needs and could possibly be utilized 
by the other services. With one exception, all 
permanent change of station orders are issued 
by the Director of Personnel in accordance 
with approved plans and policies and who 
logically has been designated as project 
sponsor. The sole exception is the authority 
granted to the Commanding General, Fleet 
Marine Force, Pacific who may write orders 
only in selected cases; copies of such orders 
are forwarded to Marine Corps Headquarters 
for use by the Director of Personnel in moni- 
toring the travel funds. 

In attempting to prevent recurring re- 
ductions in travel funding by the Congress the 
Marine Corps has gone at considerable length 
in explaining the considerations that must go 
into the estimate. The Congressional concern 
is only natural when, on looking at the request, 
it appears that the total movement of military 
personnel may exceed the total number of 
personnel for that year. 

The very nature of the composition of 
enlisted personnel plus the requirement for 
overseas deployment are the two predominant 








reasons for travel, and together account for 
almost 90% of the total enlisted moves. The 
majority of enlisted personnel are non-career; 
they may serve for three or four years and 
then return to civil life. For example, to 
maintain a level strength of 158,000 enlisted 
personnel may require 47,000 recruits who 
must travel to initial training. Most of that 
number will be transferred to a permanent 
duty station, some to formal schools and the 
balance to overseas, all within their first year 
of service. 

Those completing initial schooling may 
attend an advanced school or be sent to a post 
or station overseas. Thus, for 47,000 re- 
cruits there may well ensue an additional 50 to 
60 thousand moves. With 13,000 travel orders 
to overseas (in addition to 10,000 who trans- 
ferred directly from recruit training) and 
23,000 ‘returning from overseas there are 
already 133,000 moves. In addition, personnel 
separated from the service, perhaps another 
50,000, will receive separation travel. 

The point is that all of the foregoing 
moves are mandatory, they cannot be con- 
trolled as long as the personnel strength and 
the deployment must be maintained. 


WHAT MAKES IT DIFFICULT - OR OF 
INTEREST 


Well, then, what is so interesting or 
different about military appropriations? Why 
isn’t it a relatively uncomplicated and simple 
budget to prepare, defend, and execute, like 
that of a civilian personnel budget. The reason 
is this. For the activity ‘‘Pay and Allowances,”’ 
which as we previously have seen amounts to 
85% of the total, there is no monthly payroll! 
This on the surface may appear appalling. If 
you don’t have a payroll how do you know how 
much you are spending? This does not mean to 
infer that Disbursing Officers in the field are 
simply passing out military pay to the troops 
without any accountability. Far from it! Not by 
any ‘means! They perform a valuable service. 
The Marine Corps Disbursing Officer’s concept 
has always been that his primary purpose 
has been to serve the troops, that any Marine 
can get paid to the last day of entitlement. As a 
practical rule, of course, Marine Corps payday 
rolls around twice a month. 

However, as a means of budgetary control 
the normally accepted tools of management for 
financial control are not available within the 
military pay system. The three normally 
accepted methods would be (a) the military pay 
record, (b) the Disbursing Officer’s returns, 
or (c) the actual recorded expenditures. 


THE MILITARY PAY RECORD (PAYROLL) 


The vehicle for crediting pay and allow- 
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ances is the military pay record which is 
normally closed out and forwarded to Head- 
quarters semi-annually. 

a. But the important feature is that 
the numerous items of military pay and 
allowances credited separately on regularly 
closed individual military personnel cards are 
not summarized or recapitulated by the Dis- 
pursing Officer. In other words, as most 
readers are aware, the military individual’s 
income depends on many things; certain ‘‘pays’’ 
depend upon his personal status, e.g., his rank, 
his years of service, and whether he does or 
does not have dependents and how many; 
others may depend upon his type of duty status 
or physical location, e.g., assignment to 
foreign shore duty or to duty involving flying 
or any of the other hazardous duties for which 
Congress has authorized special pay. 

b. But nobody knows for certain what 
any service— Army, Marine Corps, Navy or 
Air Force is credited on the respective military 
pay records! Neither the Commanding Officer, 
the Disbursing Officer, nor anyone else sends 
to Headquarters or any other place a summary 
of the amounts credited as due the military 
personnel for any period of time — either in 
grand total of all items credited or by in- 
dividual item. 

To summarize, insofar as current fiscal 
management is concerned the payroll only gives 
information as to persons who were in some 
Disbursing Officer’s account on the last day of 
the accounting period with the information being 
not only incomplete but after the fact. 


RECORDED EXPENDITURES - VALUELESS 
FOR CONTROL 


The Disbursing Officer does send in his 
monthly account current. This gives the U. S. 
Treasury, and the Headquarters, Marine Corps 
a ‘‘fix’’ on the expenditures. But there always 
exists the problem of unliquidated items of pay 
that are carried as unpaid each month by 
personnel overseas who have decided to draw 
only a portion of their total pay, allowing 
money to ‘‘ride on the books’”’ until their return 
to stateside so they can buy that new Streako- 
v/8. 

In addition, to further complicate the 
picture, items of allowances, are sometimes 
credited on the pay card which are not pro- 
perly charged tothe activity pay and allowances 
but which should be charged to the subhead 
Travel, Permanent Change of Station. 

The regulations further provide for ad- 
vance payment, imaginatively labelled by Mili- 
tary Personnel who draw them as a ‘“‘DEAD 
HORSE.’’ Such payments in advance of actual 
earning are made toassist in making a transfer 
cross country with dependents, which the 
servicemen usually cannot finance out of 














current income. Such expenditure complicates 
the true obligation; the method of payment is 
by credit on the pay card hence requiring that 
the charge initially be made to Pay. When the 
travel voucher is turned in for liquidation after 
completion of the travel, accounting adjust- 
ments must be made. 

As a final feature which prohibits the 
estimate of obligations based upon payments 
made to individuals is that the payment for a 
month is made in, let us assume, one pay check. 
However, the single check may include many 
items of credit; an unpaid balance from prior 
months, basic pay, flight pay and Sea and 
Foreign Duty pay. 

From the foregoing it can be seen that an 
alternative method of financial control, that is 
a means of obtaining an accurate and timely 
method of the true obligation picture for pay 
and allowances, had to be devised. 


WHAT, THEN, IS THE METHOD OF 
OBLIGATING 


In the case of the U. S. Marine Corps it 
appears that someone had some foresight. At 
about the time the new military pay system was 
initially being discussed, the Marine Corps was 
in the throes of changing from a ‘‘hand 
operated’’ Muster Roll system of accounting 
for military personnel to an electrical ac- 
counting machine method by use of individual 
machine record card. The proposed new unit 
diary, as prepared and submitted each month 
by the commanding officer would be needed for 
personnel management both in the field and at 
the Headquarters (Departmental) level for 
overall planning and control by G-1l. For 
management purposes the most important 
items of information required and as initially 
set up, reflect name, rank, serial number, 
component, expiration date of enlistment or 
term of obligated service, number and type of 
dependents. 

By simply adding one more item of in- 
formation there was made available the in- 
formation required to manage the largest 
single item of cost i.e., basic pay. This item 
was a Pay Entry Base Date, which is a con- 
structive date for purposes of longevity, or the 
creditable years of service for computing pay. 
All other items were needed for personnel 
planning aside from the purely fiscal manage- 
ment aspects. Basic pay and basic allowance 
for quarters together account for, in the 
Marine Corps approximately 83% of the total 
budget activity 1. Pay and Allowances of 
officer and enlisted personnel. 

Basic pay is costed monthly by an appli- 
cation of the statutory rates of basic pay to 
monthly report which shows the number of 
personnel by pay grade and years of service. 
Basic allowance for quarters computation is 
similarly an application of the statutory rates 
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of allowance for one, two, or three or more 
dependents at the rates applicable to each 
officer or enlisted pay grade. Again a monthly 
report of numbers of personnel by grade for 
officer and enlisted personnel with dependents 
is available as the base. 


IS THE SYSTEM WORKING 


Like each service, the Marine Corps has 
its problems. Naturally, the obligations can 
only be as good as the unit diary is timely and 
accurate. Due to the multiplicity of personnel 
transactions and changes that arise in any 
month, errors are bound to appear as with any 
system. There is always the commanding 
officers problem of meeting the time schedule. 
Some personnel are always in transit and on 
temporary duty which can complicate any 
system. 

Of course, there are other items of pay 
and allowance aside from basic pay and quarters 
allowances. For example, that portion of 
hazardous duty pay for crew and non-crew 
flight orders is monitored fairly well by the 
Marine Corps Division of Aviation. Sea and 
Foreign Duty Pay is estimated on the basic 
pay data, with adjustments for personnel in 
the pipeline to and from overseas and on 
maneuvers outside U. S. But, in that it fur- 
nishes the number of personnel, the personnel 
accounting system, again, is the basis for 
estimating the number of one-time costly 
items of allowance creditable upon release 
from the service or upon initial entry: re- 
enlistment bonus, separation travel, initial 
travel, initial clothing issues, unused leave 
payments. The Marine Corps does extract 
from intermittently closed pay records (of 
personnel leaving the service or on re- 
enlistment), the actual payments for unused 
leave as a basis for computing the average 
rate of allowance to apply to the current 
month numbers. 

A by-product of the comparatively recent 
enactment of Social Security coverage of 
military personnel, we believe, has further 
substantiated use of the personnel accounting 
system. Under the new law the total wage 
credits for the individual servicemen must be 
reported. For the first complete bi-annual pay 
period the obligations as estimated for enlisted 
personnel amounted to $137,277,000. The actual 
total amount as extracted from all closed out 
pay records and reported tothe Social Security 
Board some seven months later amounted to 
$137 ,293,000; admittedly, arriving at such close 
figures is accidental because of the immeas- 
urable unknown errors within both accumu- 
lations. 

In summary, the current military pay 
record system is deficient insofar as furnishing 
timely and accurate information with which to 
manage the military pay and allowances. How- 








ever, the impracticality of a return toa system 
of a complete monthly statement of account for 
every individual within the military establish- 
ment, accompanied by a recapitulation of the 
value of each item of pay or allowance, is 
obvious. Because of the number of pay records 
involved the military establishment simply can 
not afford the additional administrative per- 
sonnel that would be required. 

Fortunately, thus far, the Marine Corps 
has not run into serious financial management 
trouble. However, as we have seen any con- 
structive system of obligating for pay and 
allowance, whether based upon the Marine 
Corps method, or a systemof sampling closed- 
out pay records, or any alternative system 
will have deficiencies. 

For a period of at least ten months after 
the close of the fiscal year, when practically 
all expenditures including withholding tax and 
social security have been recorded, responsible 
officials of the four services anxiously wait to 
see if the estimated obligations as established 
were adequate. This could be considered to be 
a ‘‘head in the sand’’ attitude in a period of 
otherwise enlightened fiscal development. 


Accordingly, it is considered that a strong 
argument could be made for consideration of 
the exemption of all active duty military 
personnel pay and allowance appropriations 
from the statutory provisions (Section 3679) 
which prohibit overobligation. For basically, 
the item of control can only be the number of 
personnel on board. There are already provided 
certain limitations in grade distribution. 
Certainly there could be provided, simply, a 
means by law or regulation to assure that 
approved planned personnel strengths were not 
exceeded. This alone should be the governing 
factor. To put it quite bluntly, for example, 
whether the approved strength may cost more 
dollars than planned simply because dependents, 
wives, or children were reported in greater 
numbers or earlier than anticipated should not 
be a criteria on whether a violation has or has 
not been made. Let’s face it and put in on the 
record: the only alternative is to always have 
a little more money available than is actually 
considered to be required. For if anoverobli- 
gation is created and the personnel plan has not 
been exceeded, there is no way of establishing 
fof certain where the estimates were deficient. 
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COST CONTROL THROUGH ARMY INDUSTRIAL FUNDS 
Erie Cato 


Traditionally, the Federal government has 
attempted to use control of expenditures (and 
obligations) in efforts to control operations and 
cost of operations. This has been unsuccess- 
ful. Steps are presently being taken towards 
use of ‘‘accrued expenditures’’ for the same 
purpose. Success through this means is at 
least questionable. These techniques are weak 
because a function and the cost of that function 
cannot be firmly controlled at any point short 
of that at which the operation is performed 
and the resources used therein are consumed 
in its cost. In addition to other inescapable 
factors, the fact is that in bothofthese systems 
indefinite and indeterminate quantities exist 
between the point of control and the point of 
operations and conversion to cost. 

There are in existence in government to- 
day management systems which control opera- 
tions in terms of cost. This paper is aimed at 
showing how this cost control operates andthe 
advantages derived from its use inoneof those 
systems, the Army Industrial Fund. The factual 
content of this paper is taken from a composite 
of the Industrial Funds of the Chemical Corps 
but represents the ultimate goal of them all. 


THE BACKGROUND OF INDUSTRIAL FUNDS 

Section 405 of Title IV, National Security 
Act of 1947, as amended, authorized the Secre- 
tary of Defense to require the establishment 
of working capita! funds to finance industrial- 
and commercial-type activities which provide 
common service within or among the depart- 
ments and agencies of the Department of 
Defense. The Army Industrial Fund is one of 
those working capital funds. 

The first Chemical Corps Fund commenced 
operations on July 1, 1951. The substantial 
benefits achieved have resulted in expansion of 
the technique to every Chemical Corps instal- 
lation, the last Fund being initiated on July 1, 
1957. Including Industrial Funds of other De- 
partment of Defense agencies, this method of 
management is now being used in suchdiverse 
operations as arsenals, printing plants, re- 
search laboratories, proving grounds, depots, 
air and sea passenger and cargo carriers, 
and numerous manufacturing plants. 

These systems take their name from the 
method of financing. Their initial ‘‘cash’’ 
balance was provided by the Congress from 
unused balances of prior appropriations. All 
purchases of labor and materials are charged 
against the Fund, thereby eliminating the im- 
possible fiscal necessity (and corollary accrued 
expenditure requirement) for classification to 
an appropriation or other budget program at 
the time of purchase (or receipt). 

In addition to this initial financing, in- 
ventories existing at an installation are screen- 





ed and those items and quantities for which there 
is a foreseeable need identified. ‘‘Customer- 
furnished’’ material on hand is similarly identi- 
fied and both inventories are capitalized into the 
Fund. Outstanding liabilities, including em- 
ployee’s leave and the value of the ‘‘customer- 
furnished’’ material are also established and 
set up within the Fund. 

Each installation uses an individual double- 
entry, accrual accounting system to develop the 
cost of the jobs that it does. Although the 
complete chart of general ledger accounts is 
not standardized among installations, reporting 
requirements of higher echelons have the effect 
of fixing uniform general ledger control ac- 
counts. These, of course, provide data sum- 
marized to the level required by those echelons. 
No effort is made to standardize the cost ac- 
counting format; this is designed to fit the man- 
agement pattern and organization of the in- 
dividual installation. 

Following accumulation of the accrued cost 
of performance of jobs done by the installa- 
tion, the ordering agency is billed for thecost. 
Payments are credited to the installation’s In- 
dustrial Fund, replenishing the ‘‘cash’’ balance. 
This eliminates the present unworkable fiscal 
‘anticipated reimbursements’’ technique. The 
ultimate financial target of Industrial Fund op- 
erations is achievement of a zero profit and loss 
balance. 

Creation of a ‘‘buyer-seller’’ relationship 
has frequently been advanced as a primary ad- 
vantage of Industrial Funds, due to the pressure 
exerted on costs by the ‘‘buyer.’’ This re- 
lationship undeniably has an effect but this is 
reduced where, due to assignment of responsi- 
bilities, the buyer is indential with the seller. 
However, experience has shown that even where 
a valid buyer-seller relationship does not exist 
there is a positive incentive towards getting 
the most out of the money. This is due to the 
fact that the installations operate under ‘‘cost 
limitations.’’ Accordingly, the author prefers 
to call these ‘‘cost control’’ systems. 


INDUSTRIAL FUND OPERATIONS 

Industrial Funds are set to work through the 
offer and acceptance of orders. Although stand- 
ard prices are used for some products, more 
frequently the first action is a query tothe in- 
stallation as to the cost and other factors in- 
volved in doing a specific job. In the latter 
cases, the installation, using some form ofes- 
timating sheet, computes an estimated cost. 
The computation is based, to the maximum ex- 
tent possible, on engineered standards for the 
direct costs plus an overhead cost developed 
through flexible budgeting. These flexible 
budgets, established previously, show the an- 
ticipated overhead costs within each segment of 











the installation at each level of production ac- 
tivity. The summarized cost estimate, based on 
this data or taken from the standard prices, 
is returned to the originating agency. If a 
firm order is received the estimates, whether 
individually developed or previously developed 
for a standard price, become internal opera- 
ting budgets controlling performance. In this 
way the order, recorded as a fiscal obligation 
by the ordering agency, becomes a cost li- 
mitation on the Industrial Fund installation and 
all control within the installation is based on 
allowable cost. The sum total of all internal 
operating budgets on hand, time-phased for 
control, become the installation’s internal 
operating budget. This is subdivided by di- 
visions, etc., as appropriate for management 
control. 

As the order is placed in production, 
actual costs are accumulated against the in- 
ternal operating budgets, both on a job order 
and organizational basis. Reports showing ac- 
tual costs against those budgets are submitted 
periodically to supervisors at the various 
echelons. Pressure is thereby exertedon each 
subordinate echelon to hold costs down; 
savings in one organization are available for 
unforseen contingencies in others working on 
the job. (Neither expenditure nor accrued ex- 
penditure control can exert this pressure. Un- 
der those, once a purchase is made and the 
goods or services are delivered, no economy 
will affect the available balance of the allot- 
ment). The Industrial Fund procedure is also 
further modified where possible through use 
of standard costs. Variances from budgeted 
cost and from standard costs are analyzed as 
to cause, facilitating ‘‘management by except- 
ion.’’ A detailed example of internal industrial 
Fund operations was provided in a paper by 
Daniel Ostrosky in the December, 1958, issue 
of the Federal Accountant. 


ADVANTAGES OF INDUSTRIAL FUNDS 

An exhaustive listing of the benefits of 
this cost control, expecially when compared to 
the. traditional fiscal control or the proposed 
accrued expenditure control, would be too long 
for this paper. However, a few examples will 
show the scope and effect of the cost methods. 

First, under appropriation-allotment me- 
thods, there is a strong tendency towards or- 
ganization to follow the control format. For 
example, if carpentry work is necessary at an 
installation to fulfill the purpose of two or more 
appropriations or allotments, there is a tend- 
ency to set up duplicating carpentry shops for 
each fiscal sub-division. This condition was 
actually found in the surveys that preceded 
decision to adopt Industrial Funds. The tend- 
ency is intensified by the impossibility of 
accurately distributing the cost of a central- 
ized shop between the appropriations or al- 
lotments of the expenditure (or an accrued 
expenditure) limitation. In both of the latter 
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cases incoming goods or services, or orders 
therefor, must be classified to and charged 
against the appropriation or allotment at the 
time the order is placed or the goods or 
services received. This is impossible except 
where the order or goods receivedor services 
go into direct costs. Where there is a limi- 
tation on cost instead of separate appropriations 
or allotments, the motivation is the other way — 
in favor of consolidation to reduce costs, and 
this has actually resulted in those cases where 
separate shops previously existed. There is 
a similar tendency towards separate inventor- 
ies under appropriation-allotment control 
which follows the same reasoning. 

Second, under costcontrol there is less in- 
centive to build up inventories. All inventories 
are financed initially from the revolving fund 
and there is noannual allotment of expenditure, 
or accrued expenditure, authority to promote 
the building up of stocks before that authority 
lapses. In fact, build-up of inventories will re- 
sult in higher costs and higher prices with an 
impetus towards pricing the installation out of 
business. Such inventories will always increase 
costs of the central supply operation, including 
the costs of waste, deterioriation, neglect, and 
obsolesence associated with excess. 

Third, under cost control, management is 
better held responsible for mistakes. Return- 
ing to inventory, overbuying will not only in- 
crease central supply costs but, when it is 
necessary to dispose of excess, the loss on 
disposal is charged against management. Such 
losses are concealed under the traditional 
fiscal control. If buried in cost budgets, this 
will also apparently justify higher accrued 
expenditure appropriations. The author’s pre- 
ference for balance sheet limitations together 
with ‘‘allotments’’ of cost is aimed, in part, 
at forcing disposal of excess inventories. 

Fourth, data previously unavailable is now 
being produced. Probably the most important 
information is the cost of products and services. 
Statistical costs were previously available 
under allotment control but, due to the nature 
of that control could not be considered too re- 
liable. There is one instance of new informa- 
tion, though, considered particularly worthy of 
note. It has always been known that peace- 
time operation of military manufacturing es- 
tablishments was required as a preparedness 
measure. Accordingly, some of these are kept 
operating at fractional capacities for the benefit 
of the equipment and to keep an experienced 
nucleus of personnel on hand. The real cost 
due to operation at such levels has never before 
been known. Under Army Industrial Funds, as 
the Korean emergency receded, less and less 
production was required anda point was reached 
where products were showing excessive costs. 
It was decided to attempt to separate installa- 
tion costs into those attributable to production 
and those properly chargeable to military pre- 
paredness. Accordingly, the elements and cost 


of overhead at zero production were deter- 
mined and identified and, using flexible budget- 
ing, the costs for the same elements were 
found for all levels of production. It was post- 
ulated that at full capacity (an 8-hour day, 
5-day week, 50-week year) all costs should be 
absorbed in production. Now, given a planned 
program of production, it is possible to put a 
price tag on the military preparedness cost of 
keeping the installation open. 

Fifth and last, has been the complete change 
in emphasis at installation level from living 
within the amount of allotments available to cost 
and management in terms of cost. Under cost 
control, overhead cost ‘‘saved’’ anywhere with- 
in the installation is available for use for over- 
head functions elsewhere as required. This has 
had a tremendous effect in internal economy and 
efficiency. Many examples of this effect have 
been found. The day before one installation went 
under an Army Industrial Fund the commanding 
officer, already familiar with Fund operations, 
returned his private car and driver to the motor 
pool. At another installation an officer, givena 
new assignment, hadhis choice of a large build- 
ing, expensive to operate, and a smaller but 
adequate building — and chose the latter. At 
yet another installation, a supervisor who had 
built up big ‘‘bench stocks,”’ finding the effect 
on his future cost allowances, returned them to 
central supply. In many instances telephones 
were found to be superflous and a host of 
similar economies were effected. Under ex- 
penditure or accrued expenditure control there 
is not incentitive to reduce such costs. 

Some time ago, the Chemical Corps went 
looking for concrete results of this Cost control 
and checked through six years of operating 
statements. Due to the diversity of production 
only a few cases were found where an identical 
product had been made at various intervals 
since inception of Army Industrial Fund op- 
erations. But in every case located, the unit 
cost of the product showed a steady decline 
despite the present increasing trend in costs 
of labor and materials. 


DISADVANTAGES OF INDUSTRIAL FUNDS 
The budget and accounting report of the 
second Hoover Commission alleges on page 39 
that ‘‘The principal disadvantages of these 
revolving funds are that they minimize congres- 
sional control and that their wide spread use can 
result in too many prockets of funds which be- 
come cumbersome from the stand-point of ef- 
ficient administration.’’ Note carefully that 
the Commission is speaking from the view- 
point of fund control for Congressional use. 
In answer to this the author proposes to 
lift two other Commission statements out of 
context, and feels justified in doing so. All 
statements made by the Commission supporting 
control over costs are’ intended for agency use 
only. The author feels that both of the following 
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quotations are statements of basic principle 
and apply with equal force to the agencies and 
to the Congress. 

On page 36, discussing accrual accounting, 
the Commission says: ‘‘It (fund control) places 
emphasis on the ability to live within allot- 
ments rather than on the usual management 
criterion of performance in terms of cost.’’ 
So herein they condemn the fund control they 
wish to perpetuate for Congressional use. 

On page 68 of the task force report, with 
respect to executive agency control, will be 
found ‘‘There is (a) tendency in the Government 
to attempt management control through the 
device of controlling funds. We believe that, 
except in very simple situations, it is unsound 
to rely on this technique to effect management 
control.’’ Again there is a criticism of fund 
control. 

It is the contention of the author that if 
fund control in terms of expenditures was in- 
effective for Congressional control, fund con- 
trol in terms of accrued expenditures will be 
no more effective. Accordingly, the objection 
of the Commission to Industrial Funds cannot 
be accepted as well-founded. It appears that 
the Commission is considering a Congressional 
review of only Industrial Fund ‘‘cash’’ rather 
than the costs shown on the operating state- 
ments. 

Despite the title of this section of this 
paper, it is considered that Industrial Funds 
have no disadvantages other than any common 
to double-entry accrual accounting and the 
associated management techniques. These 
Funds do have handicaps, though, which have 
prevented their development to maximum use- 
fulness. These fall into two categories, those 
due to the incomplete scope of the system and 
those due to ‘‘hangovers’’ from fund control. 


Incomplete Scope of Industrial Funds 

In the first place, the statute establishing 
the Industrial Funds specifically provided that 
certain costs would be excluded, in most in- 
stances, from those reimbursed to the in- 
stallation. One of these is military pay and 
allowances, another is depreciation on fixed 
assets used in production. 

The exclusion of military pay and allow- 
ances was undoubtedly due to the fact that a 
separate appropriation is currently provided 
for this purpose. This might not be too im- 
portant in the case of a static organization 
where military personnel rotated in was equal 
to military personnel rotated out, where pro- 
duction continues at a level rate, and where 
determination of total cost of a product is 
unimportant. But where there is fluctuation, 
particularly where switches are made in total 
personnel and between military and civilian 
personnel in the same position, it impedes 
sound budgeting and, consequently, sound 
management. It also permits this cost to 











evade the pressure exerted by cost 
control. 

The same applies to exclusion of de- 
preciation. In the preceding discussion, it was 
shown how inclusion of inventories in the In- 
dustrial Fund- had tended to reduce excess 
inventories. There seems to beno good reason 
to believe that if fixed assets are included, it 
would not tend towards reduction of these, too. 
Inclusion of depreciation would raise a number 
of other questions, mostly concerning replace- 
ment of assets. It would be undesirable to 
freeze any physical plant since circumstances 
might indicate either expansionor contraction. 
It is believed depreciation costs should be in- 
cluded in, and reimbursed to, Industrial Funds 
but this should not be done until a compre- 
hensive policy with respect to approval and 
financing of replacements is established. 

There should also be built into the In- 
dustrial Fund system a fewadditional controls; 
an article by the author(®) referred to these 
as balance sheet limitations. At the present 
time management control over these values 
rests on rather indefinite policies that are 
subject to change with rotation of administra- 
tive personnel. First, it is believed that a re- 
view of fixed assets and the cost of retaining 
those assets against programmed work should 
be built into the system. So far as the author 
is aware, this operation is not sufficiently 
integrated for the best management and a part 
of the necessary data, depreciation and main- 
tenance cost, is not a part of such reviews. 
Second, since inventory levels are a particular- 
ly sensitive spot, it is believed that the existing 
effect of cost control should be reinforced by 
a positive limitation on those levels. 

In addition to the foregoing, there are in- 
evitably resources existing at Industrial Fund 
installations not included within the Fund but 
usable in operations. Non- Industrial Fund in- 
ventories may arise from any of a number of 
causes. Upon activation, only that part of exist- 
ing inventories for which there is a foreseeable 
need is capitalized, usually leaving an un- 
capitalized surplus; normal purchasing prac- 
tice requires a slight degree of overbuying 
which is properly chargeable to the ordering 
agency, frequently leaving a paid-for residue; 
usable excesses from termination of private 
contracts may be shipped to an installation, 
and there are always excess lists being circu- 
lated. Policies prohibiting use of such in- 
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ventories except when purchased by the Fund 
have been established but Congressional re- 
liance upon fund control provides a strong 
stimulus towards the broadest possible inter- 
pretation of those policies. The same will be 
true under the accrued expenditure type of fund 
control. In any instance where such inventories 
are used without being included in cost, the 
cost data and cost management deteriorates. 

If the Industrial Fund were expanded to 
include every operation and every value within 
the installation, it would solve a part of the 
problem. On the other hand, if the Congress 
will state its appropriations in terms of allow- 
able cost, substituting fund control by depart- 
ment or agency for fund control by appropria- 
tion, it will solve all problems. 





“‘Hangovers’’ from Fund Control. 

There are two principal handicaps due to 
this; time and experience would resolve both 
except for the results of perpetuation of fund 
control. 

First, conditioned by past experience plus 
continuing calls from higher echelons for ex- 
penditure and obligation data, intermediate and 
higher echelons of management sometimes 
seem reluctant to relinquish fund control and 
substitute management in terms of cost. 

Secondly, under fund control, an effort 
has been made to manage and control local 
components of overhead from the higher eche- 
lons rather than providing technical super- 
vision in this field, with authority for decision 
vested in local commanders. This affects the 
design and responsiveness of the accounting 
system to local management requirements and 
entails added costs for the additional accounting 
and reporting. 

In conclusion, the author has shown that 
the only valid criticism which can be levelled 
at the Industrial Funds can be attributed totwo 
causes; the present insistence on fund control 
(which would be perpetuated by accrued ex- 
penditure control) and the fact that these Funds 
do not cover all assets, liabilities and costs 
incurred within an installation. Remove these 
limitations on a Government-wide basis and 
the techniques used within these Funds will 
facilitate accomplishment of improved financial 
management as contemplated by the second 
Hoover Commission. 
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FOREWORD 


The following report is taken from the ‘‘Digest of Proceedings of the Financial Management 
Institute’’ conducted in the Fall of 1958 as part of the Financial Management Intern Programs. 
The Management Intern Program is an executive development activity sponsored by the Inter- 
departmental Committee on Management Intern Programs and conducted by the United States Civil 
Service Commission. The Digest was prepared by the interns as an aid to the Commission, to the 
Interdepartmental Committee, and to the lecturers inorganizing subsequent programs and for later 


reference by the interns themselves. 


Preceding speakers have discussed with 
you budget formulation and execution. These 
speeches furnish a background for the dis- 
cussion of accounting and its relation to budget- 
ing and other controls. I shall emphasize ac- 
counting objectives, and the development of 
accounting principles and standards by the 
Comptroller General. Mr. Walker Campbell of 
the Atomic Energy Commission in his talk 
later this morning will more specifically 
illustrate the fundamentals as applied in an 
operating agency. The speakers who follow us 
will cover subjects suchas financial reporting. 

As an introduction and because | shall 
refer to it during my discussion, please open 
your copies of Title 2 of the GAO Policy and 
Procedures Manual for the Guidance of Federal 
Agencies. Title 2 consists of 3 parts: Account- 
ing Principles and Standards; Accounting Pro- 
cedures; and Internal Audit. The bibliography 
cited chapters from parts one and two. The 
procedures outlined in the second part of the 
title are advisory rather than mandatory. They 
are intended to explain and illustrate the 
application of the accounting principles and 
standards, with primary emphasis on assisting 
the various agencies in working out their own 
systems and procedures. Note the contrast 
from General Regulations 100 which prescribed 
uniform accounting procedures. 

Before discussing accounting principles, 
let us consider the basic premises of account- 
ing. They all relate to the concept of useful- 
ness. I shall mention some of the premises 
and objectives and we shall discuss them in- 
formally as I tell you what I think about the 
purposes of accounting for the Federal govern- 
ment. These three premises should be kept in 
mind: 

1. Decisions are based on facts and 
estimates, and reasoned forecasts 
necessitate information. 

2. Primary purpose of accounting and 
of cost data is to help guide oper- 
ating management in making plans 
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and determining from actual re- 
sults what has to be done to make 
plans successful. 

3. Financial management is a part 

of total management. 

Accounting consists of recording physical 
and operating transactions in financial terms, 
the classification of these transactions, sum- 
marizing, and reporting, interpretation, and 
analysis for the users of the data. There are 
several objectives. For example, there is the 
historical and accountability need, including 
the idea of custodianship and the legal concepts. 
Secondly, there is the modern objective of 
responsibility accounting, that related to the 
carrying out of functions and authorized pro- 
grams or whatever your basic assignment may 
be. Thirdly, and I recognize the overlapamong 
the objectives, accounting should be dynamic 
to assist in decision making on a day-to-day 
basis and for the long term. There is quite 
a range among the agencies, as you know, in 
using accounting for these objectives. More 
specifically, accounting may be used to assist 
management in: 

1. Assessment of performance 

2. Planning for future operations 

3. Financial control (also embraces 

financial measures such as obli- 
gations, disbursements, assets, 
revenues, costs of operations) 


In considering these objectives, note that 
in the Federal government we have to have 
accounting for two kinds of entities, the fund 
entity and the operating entity. The fund entity 
is the appropriation, the allotment, the re- 
volving fund. The operating entity is the 
function and organization responsible for oper- 
ating performance. It may be financed by one 
or more fund entities, in addition to certain 
transfers. It is necessary to account for each 
fund — the accountability and legal aspects are 
important and not secondary. But they are not 
exclusive. It is also essential to recognize 








responsibility for carrying out the functions, 
and to employ responsibility accounting. Ac- 
counting should be tailored to management 
needs and correlated with assignments of 
management responsibility at all levels. The 
accounting for the two entities should be in- 
tegrated as explained in Title 2 of the GAO 
Manual. 
Congress has specified that agency ac- 
counting systems should provide: 
1. Full disclosure of financial results 
2. Information for management pur- 
poses 
3. Effective control over and account- 
ability for all funds, property and 
other assets 
4. Reliable data to serve as the basis 
for support of budget requests, 
control of budget execution, and 
for reports to Bureau of the Budget 
5. Information to comply with Treas- 
ury central accounting and re- 
porting responsibilities. 


The responsibility for the system of account- 
ing and internal control rests with each agency. 
The General Accounting Office has four re- 
sponsibilities with respect to accounting: (1) 
prescribing accounting principles and stand- 
ards to which agency systems must conform; 
(2) cooperating with agencies in developing 
systems; (3) reviewing accounting systems 
submitted for approval; (4) evaluating account- 
ing systems for adequacy in achieving the 
above list of five Congressional requirements. 
It works with the Bureau of the Budget and the 
Treasury in carrying out its responsibilities 
in these areas as appropriate. The accounting 
principles and standards referred to in (1) are 
used in carrying out the cooperative develop- 
ment, review, and evaluation responsibilities. 

The accounting principles and standards 
are developed to provide guidelines so that 
agency systems may be designed to accomplish 
the above objectives and requirements. Ac- 
counting principles are not like scientific laws. 
The latter are universal, such as the law of 
gravity which tolds true in every circumstance 
and geographical and celestial area. Account- 
ing principles often tend to be standards from 
which departures may be permitted under 
justifiable conditions. The Comptroller 
General’s accounting principles and standards 
are in chapter 1200 of Title 2 of the Manual; 
their application and use are illustrated in the 
accounting procedures chapters 2000-8500. 
They are developed primarily through special 
studies and the review and evaluation of exist- 
ing and proposed accounting systems, pro- 
cedures, and practices in relation to manage- 
ment needs and responsiblities and congres- 
sional needs for financial and operating data. 
Accounting policies are also developed as a 
result of recommendations made during audits 


of agency accounting and other operations, and 
through joint discussion of problems by the 
General Accounting Office, the Bureau of the 
Budget, the Treasury Department, and other 
agencies under the Joint Program to Improve 
Accounting in the Federal Government. Factors 
which influence the development of the prin- 
ciples and standards include: usefulness, in- 
cluding disclosure; problem areas noted and 
examined; new developments; objectives of ac- 
counting; practices observed and evaluated; 
Bureau of the Budget and Treasury needs; 
Congressional needs; review by GAO, by Bureau 
of the Budget, by Treasury, and by other 
operating agencies. 

Mr. Einhorn cited and briefiy discussed 
specific principles and standards in chapter 


-1200 of Title 2, such as those related to de- 


centralized accounting; financial reporting; 
financial controls including those dealing with 
expenditures and costs; accounting support for 
the budget; allotments; accrual, cost and prop- 
erty accounting. 

Examples of areas in which new or re- 
vised statements of principles and standards 
may be issued — some are now in process — 
are:l. Property accounting — about six 

memoranda on subjects such as 
lease-purchase contracts, trans- 
fers, depreciation, and capitali- 
zation criteria. 

2. Revision of Memorandum No. 2 to 

add the interrelationship of obli- 
gations and accrued expenditures 
to the concepts now in the memo- 
randum. 

3. Accounting for actuarial liabili- 

ties. 

Let us consider accounting principles and 
standards and accounting procedures in re- 
lation to budgeting and other controls for funds 
and costs. Controls over funds are aided by 
accounting for appropriations, apportionments, 
allotments, obligations, expenditures, and dis- 
bursements. For management use there should 
also be accounting controls in terms of functions 
and their costs, both past costs to show com- 
pliance with budgets and for evaluation, and 
estimated future costs for planning purposes. 
In exercising these kinds of controls, accrual 
accounting is very useful. Recording trans- 
actions under the accrual basis for obligations, 
accrued expenditures, cost of work done, and 
disbursements is portrayed in the chart onthe 
vu-graph (Figure 2000-1, 2GAO 2000). The 
two characteristics evident are that each of 
the four types of transactions is recorded in 
the period in which it occurs, and all trans- 
actions are recorded. In some agencies the 
amount and purpose of obligations and costs 
incurred may be very similar, and therefore 
the agency may make a periodical conversion 
to the accrual basis, as described in 2 GAO 
1282 and 4550. 

















The chart (2 GAO 6500) on Planning and 
Executing a Program for Cost Type Budgets 
emphasizes that programs are based on the 
work to be done and its cost. Note the trans- 
actions for control purposes, the available re- 
sources, and how the program is set up to 
relate the planned work to its cost and in turn 
to the new financing required. The thirdcolumn 
on ‘‘Program Controls’’ stresses the inter- 
relationship of operating budgets, fund con- 
trols, cost controls, and reports, with the scope 
of the activity. 

In accounting for obligations and expendi- 
tures, it should be recognized that allotment 
accounting should not be a substitute for cost 
accounting. Allotments and the obligation ac- 
counting should be at a high level, andthe cost 
budgeting and cost accounting should be in 
whatever detail is required for management 
purposes at each level of operations. It is 
essential that accounting assist in the ad- 
ministrative control of funds. The use of an 
allotment ledger and an accrued expenditures 
register, 2 GAO 4500, are examplesof records 
to be used. It is not necessary to use an 
allotment ledger or to prevalidate all orders 
at all times; satisfactory administrative al- 
ternatives are sometimes available, as dis- 
cussed in 2 GAO 1200 and 4500. ‘‘Bookless 
bookkeeping,’’ the inventory method for obli- 
gation control, is used in some instances. 

Costs should be used for management 
control of functions, activities, and organiza- 
tional units by: (a) relating costs to accomplish- 
ments and to those responsible for perform- 
ance; (b) relating costs to budgets, and de- 
termining and investigating variances; (c) 
making unit costs comparisons; (d) comparing 
costs of other periods and similar operations; 
(e) helping to choose between alternatives, such 


as to buy or make, replace or repair, and use 
force account or contract; (f) developing cost 
standards; (g) application in work measure- 
ment techniques; (h) interpreting cost trends. 
Management’s attention should be focused on 
all resources, rather than only on the re- 
sources ordered from the new appropriation 
or allotment. Accounting makes its maximum 
contribution when there is correlation of pro- 
gramming, budgeting, accounting, and report- 
ing, with costs as the common denominator. 

Eight major ideas for you to retain are: 

1. Accounting provides factual informa- 
tion which when properly presented 
and intelligently interpreted, gives 
management a valuable supplementary 
operating tool. 

2. Accounting assists in planning, budget- 
ing, control of operations, and in 
evaluation of results. 

3. Costs of programs should be the re- 
sponsibility of individuals in charge of 
the individual activities. 

4. Programming, budgeting, accounting, 
and financial reporting should be based 
on the common denominator of cost 
data consistently classified. 

5. Accounting contributes effectively to 
the internal controls — one of which 
is internal audit — which are essential 
to good management. 

6. Accounting is an integral part of total 
management effort (and not something 
separate) at all levels of organization 
for the primary purpose of aiding 
operating officials. 

7. Effective accounting is a responsibility 
of agency management. 

8. Accounting systems should be tailored 
to the needs of the individual agency. 
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BUDGET EXECUTION IN AN AGENCY AND SYSTEM OF 
ADMINISTRATIVE CONTROL OF FUNDS 


Mr. James A. Miller, Deputy Assistant Controller for Budget, Atomic Energy Commission 


The development of a cost based budget 
for the Atomic Energy Commission and the 
administration of funds on the basis of costs 
were more a matter of necessity than choice. 
When the Commission was established, it took 
over and continued the budget system, based 
on obligations and expenditures, developed by 
the Department of the Army. It was soon evi- 
dent that the traditional allotment system and 
reports on obligations and expenditures were 
not an adequate basis for financial control. Of 
perhaps greater importance was the need for 
data reflecting program accomplishment for 
use by management. Beginning with the fiscal 
year 1947 and continuing through 1950 the bud- 
gets were presented and justified to the Bureau 
of the Budget and the Congress in terms of 
obligations by programs and sub-programs. 
Considerable difficulty was encountered in pre- 
senting and justifying the estimates on this 
basis. The House Appropriations Committee 
also began to feel the inadequacy of this ap- 
proach to an understanding of our require- 
ments, and in its reports on appropriation 
bills expressed dissatisfaction with the budget 
presentations in those earlier years. 

These problems of budget presentation 
and administration were due principally to the 
nature of the programs, the organization of 
the Commission and its methods of contracting. 
The activities of the Commission include manu- 
facturing, research and development, licensing 
and regulation, and ccoperation with domestic 
industry andother countries. However, over the 
years, by far the major portion of the Com- 
mission’s budget has been for the production 
of special nuclear materials and atomic weap- 
ons. Increasing emphasis, however, is now 
being placed on the development of reactor 
concepts. 

Where a department or agency is organized 
along programmatic or functional lines, it isa 
relatively simple matter to develop a system 
of allotments, including the reporting of obli- 
gations and expenditures, by program or func- 
tion. In that case responsibility for function 
and obligation of funds would normally rest 
in one unit. With only isolated exceptions, this 
condition does not exist in the organization of 
the Atomic Energy Commission. The organi- 
zation is headed by a five-man commission, with 
a general manager who is responsible for 
overall administration. In addition tothe usual 
staff divisions, including legal, personnel, 
security, fianance, etc., the organization of the 
Commission includes a ‘‘Program Division’’ 
responsible for coordinating and directing each 
of the major programs as indicated by the 
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following titles: (1) Division of Raw Materials, 
(2) Production Division (Special Nuclear Ma- 
terials), (3) Division of Military Application 
(development, testing and production of weap- 
ons), (4) Division of Reactor Development, 
(5) Division of Research, (6) Division of Bi- 
ology and Medicine (research), and (7) Divi- 
sion of Isotopes Development. This phase of 
the organization follows the pattern of the budget 
and cost accounting classification. However, 
the function of these divisions is primarily one 
of management and not an operating one. The 
field organization is primarily geographical and 
all twelve offices are responsible for some 
phase of at least two or more programs. Some 
of them, such as the Oak Ridge Office, partici- 
pate in all of the programs. Therefore, while 
Oak Ridge reports through the Production 
Division adminstratively, they are subject to 
program direction from each of the divisions 
mentioned above. Futhermore, many of the 
contracts, and most of the major management 
type contracts, cut across program lines. For 
example, one contract for the operation of the 
Oak Ridge complex includes the operation of 
both production plants and laboratories and 
includes work under all of the programs pre- 
viously mentioned. 

It was, therefore, impossible to record, 
on any reliable basis, obligations or expendi- 
tures by program and much less by activity 
within a program. This procedure was tried 
for several years with the result that the major 
portion of obligations and expenditures were 
reported on a “‘prorated’’ basis. As a practi- 
cal matter, in the absence of any better basis, 
the proration was predicated on the budget, 
and therefore, in no sense did status of fund 
reports reflect a measure of performance by 
program or activity. 

The third complicating factor relative to 
our method of contracting is very important 
in this discussion. Unlike most other govern- 
ment agencies the Commission operates most 
of its facilities under management contracts 
with industrial firms or universities. Obliga- 
tions are incurred annually and cash is ad- 
vanced from time to time. Therefore, the 
monthly trend in obligations and expenditures 
was Of little or no value in measuring perform- 
ance, evaluating the adequacy of funding, or 
determining the status of funds at any given 
time during the year. 

It should be noted that the foregoing 
discussion is applicable primarily to operating 
expenses and is not equally true regarding 
budgeting for and controlling capital outlays 
for plant and equipment. Therefore, the dis- 








cussion which follows will deal primarily with 
the solution developed for financial control of 
operating funds and programs within the Atomic 
Energy Commission. The program in those 
early days was concerned primarily with 
manufacturing processes and was carried 
out in general under management contracts 
with large industrial firms. These firms in 
line with the practice in their own operations 
maintained cost accounting systems of various 
types. These systems, however, were not co- 
ordinated and it was not, therefore, possible 
to prepare overall reports for the operations 
of the Commission as a whole. Under the 
leadership of Paul Green, who was then Con- 
troller of the Commission, and Lindsley Noble, 
Assistant Controller, a system was developed 
for reporting costs and financial data in a uni- 
form manner. This provided the means for pre- 
paration of complete cost and financial state- 
ments for the Commission’s operations. The 
system was installed and in full operation by 
the beginning of the fiscal year 1949. Account- 
ing data for 1948 was ‘‘recast’’ on a uniform 
basis so as to provide a comparable report for 
that year. The logical sequence was the recog- 
nition of the desirability of using this cost data 
in the budget process. 

After a short period of successful opera- 
tion under the comprehensive cost and financial 
accounting and reporting system, the question 
was raised as to the need for continuing allot- 
ments and reporting based on obligations by 
program and sub-programs, particularly in 
view of the arbitrary basis for recording such 
amounts as were reported in the status of allot- 
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ment reports. It was suggested by some that 
the allotment system and reporting of obli- 
gations be eliminated. Such suggestions, how- 
ever, were based solely on the fact that the 
cost and financial reports furnished more 
complete and reliable data for management 
and control of the program. The proponents 
overlooked the fact that the Commission, 
while primarily industrial, did not rely on 
revenues (as in the case of government corp- 
orations) but rather was funded through annual 
appropriations provided by the Congress and 
therefore was subject to control of obligations 
incurred and the provisions of the Anti-De- 
ficiency Act. 

The solution was the development of a 
system based on control of program through 
costs with a simplified allotment system to 
control obligations to the extent necessary to 
comply with laws and regulations regarding the 
expenditure of federal funds. These two ele- 
ments of control were integrated under a 
system of financial plans. 

The financial plan consists of a statement 
of costs by program, reconciled toobligational 
authority required to fund the program. This 
js developed by adding to or subtracting from 
costs, the increase or decrease in inventories 
and goods and services on order. The total 
budget or financial plan for operating expenses 
of the Commission is prepared and presented 
on this basis. The details of this approachare 
as shown in the printed budgets for the fiscal 
years 1951 to present. The following is acon- 
densed version of the ‘‘Program by Activities’’ 
as contained in the 1960 budget: 
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The administration of the budget and 
control of obligations follows the same pattern. 
After enactment of appropriations, an overall 
financial plan for the year is developed within 
the limits of funds appropriated andconsistent 
with the action taken by the Congress as ex- 
pressed in the reports on the bill, etc. In 
turn this overall plan is broken down into in- 
dividual plans for each office or division having 
direct responsibility for execution of the pro- 
gram and for incurring obligations. These 
plans are issued only to offices having direct 
operating responsibility and are not issued to 
program divisions which are concerned prim- 
arily with coordination and overall direction 
and control. The plan for each office sets 
forth the annual cost ceilings for each of the 
major programs for which they have a 
responsibility. To this is added or subtracted 
the increase or decrease in inventories, in 
goods and services on order, etc. Where one 
office has responsibility for costs and the 
obligation will be incurred by another office 


the plans are adjusted by adding the amount of 
the transfer to the office incurring the obliga- 
tion and subtracting a like amount from the 
obligational authority allotted to the office re- 
sponsible for the cost. 

Under the system of financial plans out- 
lined above, there is no allotment by program 
or activity. As in the case of most Federal 
agencies, the Atomic Engergy Commission’s 
appropriation contains limitations on personal 
services, travel, etc. Therefore, within the 
total financial plan, separate allotments are 
issued for amounts subject to these limitations. 
The balance which usually amounts to about 90 
per cent of the funds made available to an 
office, is covered in a single lump-sum allot- 
ment. Allallotments are apportioned on a quar- 
terly basis to insure compliance with the over- 
all apportionment approved by the Bureau of the 
Budget. 

The following example illustrates the re- 
lationship between the financial plan and allot- 
ments for an individual office: 


Financial Plan — Office ‘‘A’’ 
Fiscal Year 1959 
(In Thousands) 


Accrued Cost: 
Raw Materials 
Special Nuclear Materials 
Weapons 
Reactor Development 
Physical Research 
Biology and Medicine 
Other Programs 


Net Costs 
Changes in Inventories 
Goods and Services on Order 
Transfers between Offices, net 
Planned Obligations 
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Approved Plan 


2,500 
104,000 
20,000 
56,300 
15,200 
8,000 
9,000 
$215,000 
- 12,000 
$203,000 
2,000 
5,000 
4,000 
$202,000 


Allotments would be issued as follows: 


Personnel Services 
Travel 
Newspaper and Periodicals 
Entertainment Expenses 
All Other 
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(In Thousands) 











Total Apportionment by 
Allotment Quarters 
1 2 3 + 
.... $ 10,000 $2,000 $2,500 $2,500 $3,000 
capt 4,000 1,000 1,000 1,000 1,000 
-... 188,000 98,000 20,500 60,500 9,000 





$202,000 $101,000 $24,000 $64,000 $13,000 
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This system, therefore, holds the control 
through allotments to the minimum necessary 
to insure compliance with limitations establish- 
ed by law. The real control of program and 
activities within programs is administered on 
the basis of costs by program and by individual 
activities or projects. (In fact, our system in- 
cludes more than 400 such accounts.) The 
office receiving a financial plan further dis- 
tributes the costs by month. This projection 
of costs, together with the monthly reporting 
of costs on a comparable basis, provides 
management and the fiscal officers of the 
agency with an adequate tool for measuring 
performance and determing the real status of 
funds. As an adjunct, there is a minimum of 
monthly reporting of obligations and expendi- 
tures by office, appropriations, and limitation. 
This reporting is necessary to insure overall 
compliance with the provisions of the Anti- 
Deficiency Act. 

The financial plans showing the cost 
ceilings are supported by detailed break- 
downs which indicate the estimated costs 
for each activity of function within each 
major program. The monthly distribution 
of estimated costs are made in the same 
detail. Management controls and program 
direction are based on the monthly review of 
actual cost experience as compared to pro- 
jections with particular emphasis on overruns 
and underruns. Each monthly cost report sub- 
mitted by field offices is supported by a nar- 
rative statement commenting on significant 
variances between estimated and actual costs. 
To facilitate management, individual items are 
consolidated into larger categories for the use 
of higher levels of management of the head- 
quarters, However, the detailed information is 
available and used at the working level in the 
headquarters and by the managers of field 
offices. 

As in any program, the annual financial 
plan is by no means fixed. New requirements 
arise which must be funded from underruns or 
actual cutbacks inother activities. Onthe basis 
of monthly costs and reviews of cost experience, 
revisions in plans can be and are made con- 
tinually during the year. Whenever there is a 
significant change in the level of a major pro- 
gram, the financial plan and related cost pro- 
jections by month are revised. 

Each office submits monthly the traditional 
status of funds report for each of the limita- 
tions for which funds have been allotted. These 
include a statement of funds available, amounts 
obligated, amounts expended, the unpaid obli- 
gations and unobligated balance. The reports 
are seldom, if ever, used by operating officials. 
They are used primarily by budget and fiscal 
personnel to insure compliance with approved 
apportionments. As the apportionments are 
based on the timing of major contract actions, 
a review of the variances from approved ap- 
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portionments does focus attention on delays, 
etc., in contracting, which is valuable informa- 
tion when considered in connection with cost 
trends. Of course this type of information on 
personal services, travel, and other smaller 
specific limitations is identical to that prepared 
and used under any traditional fund accounting 
and reporting system and is used within the 
same manner andextent as in any other govern- 
ment agency. 

The discussion so far has been limited to 
the application of cost and obligation controls 
within the Commission itself. At the govern- 
mental level, including both field offices and 
headquarters, the Bureau of the Budget and the 
Congress, the review of budgets and related 
actions, and the controls are in terms of costs 
by activities or functions coupled with overall 
control of obligations. The cost budget process 
and controls, however, are extended to con- 
tractor operations, particularly under the 
management type contracts. 

Fund controls are exercised through the 
contract itself which, in addition to establish- 
ing the fee for the contractor, sets the 
maximum amount to which the contractor can 
commit the government during a specified 
period. These amounts are recorded as obli- 
gations on the Commission books. The amount 
to be covered in the contract is derived in the 
same manner as Commission budget, i.e., 
costs plus or minus changes in inventories, 
outstanding orders and sub-contracts, etc. 
The responsibility for maintaining such com- 
mitments within the limits set under the 
contract rests with the contractor. 

Generally the contract periods do not 
coincide with the fiscal year and most of them 
are long-term contracts which are extended 
annually on an October Ist to September 30th 
basis. However, budgets and financial plans 
for each contractor are developed for the 
fiscal year. The funding of the contract ex- 
tending beyond the fiscal year is carried as 
‘‘Goods and Services on order’’ in budgeting 
and accounting. 

In addition to the limit on the amount to 
be committed, the contractor operates under 
financial plans for each fiscal year, similarto 
those outlined above for A.E.C. offices. In 
fact the latter are, for the most part, a con- 
solidation of the plans for contractors operating 
under the cognizance of that office. These 
plans set forth cost ceilings by program, etc., 
and control is maintained by monthly compar- 
isons of actual costs against projections made 
by the contractor. 

While the formal reports submitted for 
consolidation by the Commission are in terms 
of costs by activity or function, the contractors 
do budget and control in terms of cost elements, 
(labor, materials, burden, etc.,) by cost centers 
(departmental or other organizational units). 
Upon receipt of program assumptions the con- 











tractors set up estimates on the basis of 
organizations, employment materials, etc., 
necessary to carry out the program. In most 
cases these follow industrial type budgets with 
monthly reporting on the same basis, for review 
by management at thecontractor level. Broad- 
ly speaking, the review and control of contract- 
ors’ operations in terms of ‘‘elements of cost”’ 
and ‘‘cost centers’’ is limited to the contract- 
ors’ own management staff and that of the Com- 
mission’s office immediately responsible for 
supervision of the contract. However, while 
the main line basic data in budgets and cost 
reports are in terms of functional or activity 
costs, budgets supplemental data relating to 
contractor staffing major subcontracts, etc., is 
submitted and considered in the process. 


The financial plans and fiscal controls for 
construction, which is funded under a noyear 
appropriation, are based primarily on obliga- 
tions. This is due to the fact that the total 
cost of a given project and funds available for 
placing contracts is more significant than the 


costs incurred during any given fiscal period. 
However, here again, allotments are held to a 
single amount for the office for the year. The 
financial plan sets forth the details by project. 
There is also a detailed reporting of costs by 
project which in conjunction with engineering 
reports provides a basis for evaluating pro- 
gress and the status of funds month by month. 

In summary, the system of the Atomic 
Enerby Commission constitutes a ‘‘marriage”’ 
of traditional governmental-type fiscal ac- 
counting and controls with industrial-type 
budgeting and budgetary controls. By placing 
major emphasis of program control and meas- 
urement of performance on the basis of costs, 
management and fiscal officers of the Com- 
mission have a far more effective tool. In 
addition, ‘‘fund’’ accounting and reporting are 
substantially reduced and accounting and re- 
ports, based on purely arbitrary distributions 
and adjustments, are eliminated. Instead, 
there is reliance on a system of accounts and 
reports developed and maintained in accordance 
with generally accepted accounting principles. 


CANAL ZONE AND MILITARY COMPTROLLERS EXCHANGE IDEAS 


Lt. Col. A. A. Tisone, USAF Hdatrs., Caribbean Air Command, Albrook Air Force Base, Canal Zone 


An informal association of the Military 
Comptrollers for the United States Air Force, 
United States Army, United States Navy, to- 
gether with the Panama Canal Company Comp- 
trollers, has been organized. Once a month 
an informal meeting in which some of the 
personnel assigned to Budget, Accounting, 
Finance and Auditor participate on an ‘‘as 
required’’ basis is held. 

In the Canal Zone, it is necessary that 
services and supplies be procured from one 
service byanother. Accordingly,a great number 
of Cross-Service Agreements between and 
among the various services of the Canal Zone 
and the Panama Canal Company are in being. 
In order to foster a friendly relationship and 
an understanding of each other’s problems, 
the DCS/Comptroller, Caribbean AirCom- 
mand, was instrumental in initiating the in- 
formal comptroller group meetings. One 
service or organization plays host to the other 
services at a luncheon, at whichtime, common 
problems regarding servicing and support 


Correction: 


agreements are presented by the host. Livety 
discussions are generated by the participants 
and a free interchange of ideas, methods and 
procedures in the fields of Budget, Accounting, 
Finance and Auditing are exchanged. It has 
been our experience to date that because of 
these lively and informal sessions, a great 
deal of mutual concern and appreciation of the 
other fellow’s problems has been gained. 
Many times in the past, because of these 
associations, it has been possible by the 
means of a simple telephone call to resolve 
problems applicable to two or more services 
in the Canal Zone, rather than initiating reams 
of correspondence among the various service 
organizations and the Panama Canal Company. 
This procedure, although not new, is heartily 
recommended to other comptrollers in other 
places of the world where more than one mili- 
tary service and/or governmental agency are 
present and where the organizations are de- 
pendent upon each other for the acquisition of 
goods and services. 


Under ‘‘Special Interest’’ of the June 1959 issue, Major General H. N. Toftoy’s 


name was incorrectly spelled as Loftoy. 
The printer regrets the error. 
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RUBRIC BUDGET COST RATIOS 
A New Navy Industrial Funds Concept 


Mr. L. J. Richards, CPA-Comptrollers Office, U. S. Naval Gun Factory 


ABOUT THE AUTHOR: 





Mr. L. J. Richards, CPA, author of the article A NEW NIF CONCEPT which we publish in 
this issue, formerly was Comptroller of the World Health Organization of the United Nations. In 
connection with his studies on financial control mechanics Mr. Richards has translated ‘‘Les 
Méthodes du Contréle dans les Entreprises,” 
Engineer residing in Paris. The English translation will soon be published under the title ‘‘A New 


Theory of Business Control.’’ 


a book by Pierre Wolff, a French Management 


The introduction of electronic equipment in accounting offices raises problems of balance and 


control, 


the solution of which will obviously require new approaches. We feel that this article 


makes a contribution in connection with the Industrial Fund now in use in many military establish- 


ments. 


DISCUSSION: 

This new concept takes issue with the NIF 
experts who have a one-ball-of wax theory of 
control -- who maintain that the NIF double 
entry, business-like kind of accounting, ipso 
facto, carries into the _Naval activity the 
management controls and the accounting tech- 
niques of private industry. 

The new concept maintains that economy in 
use of tax money is predicated upon(1) expand- 
ed use of data processing capability, and (2) 
upon a budget cost structure of control. 

Under the National Security Act of 1947, 
as Amended, there have been established 28 
Naval Industrial Funds. The Seventh Annual 
Report submitted under Section 405 of Title 
IV of this Act gives dates of the establishment 
of double entry equity accounting at each ac- 
tivity. This Report indicates that the 147 annual 
financial reports, drawn up by the 28 NIF 
activities, have all been of the balance sheet 
type, plus operating profit and loss statements 
similar to private corporate business report- 
ing. 

As of 30 June 1958 approximately $318.0 
million of tax money had been invested in the 
Industrial Fund plan of operation. Sales in 
fiscal year 1958 at NIF activities amounted 
to approximately $1,475.0 million. All sales 
represent charges toappropriations held by the 
Army, Navy, and Air Force and other govern- 
ment agencies, that is against tax money, ex- 
cept two-tenths of one percent of the sales which 
were billed against non-tax money. 

These Funds have been established under 
the assumption that management controls and 
accounting techniques of private industry can be 
transferred to NIF activities to achieve ef- 
ficient operations. 

In private business the double entry system 
of bookkeeping is exceedingly useful in identi- 
fying losses induced by high or increasing costs. 
The specific spots of high costs are identified 
for the businessman by his customer’s pur- 
chasing agent when he says, ‘‘Your price is too 
high. I can buy cheaper from somebody else.’’ 

The customers of NIF are customers with 
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appropriated cash to spend. The comparable 
cost control on NIF business operations lies in 
the hands of the customers’ allotment managers 
who bear the restrictions of Section 3679 of 
the Revised Statutes. Thus, the allotment 
manager substitutes for the purchasing agent. 

The private business man who faces sink- 
or-swim competition is told when and where 
his prices fail to meet the prices of his com- 
petitors, that is when and where his costs are 
too high for the market. If he stays in the 
market he will cut his costs by using more ef- 
ficient methods of manufacture or by a redesign 
of his product to get into another price class. 
Or, he will discontinue making the article which 
he cannot sell because of his high costs. His 
double entry bookkeeping will guide him in the 
search for less costly operations. 

The Price/Cost ratio, king in private busi- 
ness, has no important impact on NIF opera- 
tions. NIF costs can increase - overhead costs 
can go up, and NIF business will go right on. It 
is undisturbed by fluctuations in market prices. 
NIF business is largely fenced inand protected 
from the financial controls imposed imperson- 
ally by open market pricing. 

Naval activities operating directly under 
the limitations of the allotment have a financial 
control based on money-limit stoppers. There 
is a zestful challenge up and down the manage- 
ment line where the accounts furnish money 
limitations for specific accomplishments. ‘‘We 
did the job within the funds allotted’’ is often 
the proud boast in such activities. ‘‘Wedidthe 
operation. We have funds left over! We can 
return money to the bureaul!”’ 

With NIF there is no comparable excite- 
ment or zest in accomplishment: ‘‘The fund 
turns over and over. We bill our costs. We 
get our costs back .. .’’ The responsibility 
of control is pushed back to the managers of 
the allotted monies who have no administrative 
responsibilities within the NIF organization. 

Thus any emphasis on improved financial 
control by a NIF activity over an activity 
managed by the conventional allotment system 
is incomprehensible if attributed to the transfer 


» of benefits of an accounting system that was 








developed in the competitive market situation 
of private business. The financial controls 
imposed by Section 3679 do not carry through 
to NIF’s costs. These can and do mount up and 
up. Efficient operations are not achieved. Under 
NIF, costs are billed to the customers who pay 
out tax money. There can be no profit differ- 
ential. Hence, it would seem that the related 
Profit and Loss Statement, or any similar 
version of it, is not significant control-wise. 
Other controls are necessary. 


NIF Bookkeeping and Data Processing 

A paraphrase of William Shakespeare is 
pertinent at this juncture. ‘‘To do or not to 
do...that is the question. Whether with 
oceans of data to process ‘tis nobler in the 





SCHEMATIC A 


and its attendant problems are as new as 
EDPS — as new as the processing of business 
transactions by electronic equipment. In a 
sentence, the problem of data balance is asold 
as Pacioli and as new as EDPS. 

The raw accounting items of documents 
are processed in any systematic accounting 
treatment either by hand, by mechanical or 
by electronic equipment. In a hand system the 
debit and credit balancing of data is accomplish- 
ed by hand work. Ina mechanical EAM system, 
the debit and credit balance should be accom- 
plished mechanically. 

With data processing accomplished by 
electronic equipment, the essential balance of 
debits and credits should be incorporated in 
the program and in the system of checks and 


Balanced Control Data In the Double Entry Bookkeeping System 








Numerical Sequence Individual Checks 


Credits 


BASIC DATA PROCESSED DATA 
The distribution of each check amount to 
Checks in Amounts of the Expense, Cost, Assets, Accounts 





Account} Account| Acount|Account 
1 2 3 4 
Debits | Debits | Debits} Debits} Debits 











mind to abide outrageous bookkeeping or to 
reconcile rival ‘claims and to wed the upstart 
data processing with the ancient and noble art 
of business bookkeeping.’’ 

The wedded status of data processing and 
NIF double entry bookkeeping is yet to be 
solemnized. Yet the two creatures often live 
together in unhappy union. Shall document- 
control and data-balance, required by the book- 
keeping art, be impediments between a legal 
and productive union of these two comple- 
mentary personalities? 

NIF bookkeeping requires two kinds of 

information — basic data and processed data. 
Schematic A which follows shows the balance 
relationship necessary for the double entry NIF 
bookkeeping system. 
Debits and credits must always be in balance 
regardless of where they are recorded. — 
whether on the general ledger or on original- 
entry registers, such as illustrated above. 

This equation of control, based on the 
equality of debits and credits, is as old as 
double entry bookkeeping. This concept of data 
balance was first enunciated in the year 1494 
by Lucas Pacioli. The following is a paraphrase 
from his book published in that year: “*. .. 
arrange all transactions (e.g. documented data 
of the NIF system) in such a way that the... 
debits balance the crediis . . . and the balance 
is understandable at a glance.’’ 

Furthermore, the concept of data balance 
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balances built into the circuitry of the equip- 
ment. In any event the processing of NIF’s docu- 
ments must obey Pacioli’s Law of Balance 
if there is to be accuracy, timeliness, and in- 
tegrity. 

A small factory manufacturing a line of 
products (say toys) for the market will have 
clerks entering the documents on original 
entry registers similar to Schematic A above. 
Periodically these will be footed andsummar- 
ized, and postings will be made to the general 
ledger accounts. Debits and credits must bal- 
ance from the entrance into the system and at 
each stage throughout the accounting system. 
If not, the clerks will make a search immediate- 
ly for the mistakes. When errors are made 
they are corrected at once. Thus the books of 
the factory are always inbalance. Debits equal 
credits and subsidiary accounts add up to the 
control account totals — if not, the head book- 
keeper is fired. Accurate balanced-book- 
keeping is expected. It is demanded and ob- 
tained. The owner, his auditor, his banker — 
all conspire to obtain good bookkeeping. 

The first requisite of any cost control 
system is a bookkeeping system that gets all 
the costs in. In a small business this can be 
done by a hand- maintained bookkeeping system. 

By reason of volume of data, basic book- 
keeping must be done mechanically and auto- 
matically at a NIF activity. 

As terms of reference, Pacioli’s words 
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debit and credit originally had significance in 
commercial practice. However, today debit 
means simply the left hand side of a sheet of 
paper. Credit means the right hand side of the 
same sheet of paper which is called an ‘‘ac- 
count.’’ Thé terms debit and credit now have 
no objective value. 

Furthermore the terms are inapplicable 
to data processing. A machine does not debit, 
neither does it credit. It lists. But what kind 
of a listing? What is the listing for? And how 
can it be used for cost control? 

NIF bookkeeping requires a balance be- 
tween its two parts, called debit and credit. 
But the data processing machine does not dis- 
tinguish between the sides of a sheet of paper. 
There is only one side, the ‘‘Out’’ sideon which 
data listings are made, or, there is the sensi- 
tized side of a magnetic tape or drum. 


Data Processing and Control 

The volume of data to be processed makes 
the job of data balance a system jobto be done 
automatically within the resources of the data 
processing system. Furthermore the Naval 
Industrial Handbook NAVEXOS P-1902 speci- 
fies an integrated and balanced system of data 
processing. 

Good bookkeeping starts with good data 
processing. Schematic B which follows illus- 
trates the relationship between bookkeeping and 
data processing in one control area of NIF 
bookkeeping, namely, factory work in process. 

In the mechanicalor electronic processing 
of data there must be a balance of the basic 
data runs against the processed runs of the 
same data. 

From the point of view of bookkeeping, the 
primary usefulness of the basic tabulations is 
to develop the control total for the processed 





SCHEMATIC B 


tabulations. In the illustration furnished by 
Schematic B the control total is the figure 
$2,030,000 which is the total of the basic tabu- 
lations. The processed tabulations must add up 
to the same figure before the information can 
be posted onto the double entry NIF bookkeeping 
records. The EAM installations at NIF activi- 
ties must provide the listings and analyses of 
data required for such a balance if there is to 
be control. It is not sufficient as in allotment 
accounting to list one side of the data. The 
basic data must be resorted before any changes 
are made and the processed data listings run 
immediately. With EDPS the basic data and the 
processed data can be run simultaneously. 


The Rubric Budget/Cost Ratios 

In the private business corporation, costs 
of doing business are controlled by the Price/ 
Cost ratio. The price level furnishes a ceiling 
on costs. 

In the public-money NIF corporation the 
price conrol on cost is inoperative. NIF’s 
customers are managers of tax-money allot- 
ments who are primarily interested in the 
control of their own Fund operations so as to 
avoid the penalties of Section 3679 of the Re- 
vised Statutes for overspending public funds. 

In default of Price/Cost controls. . . in 
default of Section 3679 control, other cost con- 
trols within NIF are needed to discourage run- 
away costs. A structure of Budget/Cost rub- 
rics can accomplish this. Schematic C shows 
the form. 

The Rubric Data System shown on the 
Schematic, comprises four discrete phases: 
Phase A, BASIC DATA; Phase B, PROCESSED 
DATA; Phase C, RUBRIC DATA; and PhaseD, 





Work-In-Process Control Area Data Trial Balance 


Account Detail 


BASIC TABULATIONS 
Material Issues 
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PROCESSED TABULATIONS 
Manufacture Job Orders 
Service Job Orders 
Process Shops 
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CONTROL DATA. All phases are developed 
automatically by data processing equipment — 
EAM or EDPE, 

Phase A is represented on the schematic 
by three basic tab runs, or lists of document 
summaries inthe manner previously illustrated 
by Schematic A. Phase B is represented by 
three processed tab runs, or lists of accounts 
affected by the inputted data. Phase B rep- 
resents basic data as sorted for posting to the 
accounts. 

Phase C is represented by four com- 
parative listings of budget allocations for a 
period of time, say one month. The costs 
accrued during the same period are listed in 
a parallel column. Differences are extended by 
the machine. A comparison is thus shown of 
the amounts budgeted and the costs accrued by 
(1) individual Manufacturing Cost Centers; 
(2) by Overhead Cost Centers; (3) by Manu- 
facturing Job Orders; and (4) by Service 
Job Orders. 

Phase D provides control information 
based on the exception principle of admini- 
stration — Take care of the exceptional; do 
this in order of urgency. An index of urgency 
is provided under Phase D of the Rubric Data 
System which is illustrated as follows: 


Cost Center 303...... 40 
gun Geger oes ....... 60 
Cost Center 003...... 80 


The ratios shown above should be approxi- 
mately 100 for a costwise satisfactory oper- 
ation. If a range of plus or minus 15 points is 
allowed, then the cost situation in each of the 
above three centers is not acceptable since 
the index must register at least 85 in each 
case. 

There follows a print-out of the three 
illustrative cases. 


Overhead Cost Centers 
Cost Center 303 






































Description Budget Cost Ratio 
Material Cost ..$ 100 $ 500 20 
Labor Cost.... 3,000 8,000 37 
Other Cost .... 900 1,500 60 

Total Cost... $ 4,000 $ 10,000 40 

Production Job Orders 
Job Order 503 Budget Cost Ratio 
Material Cost .. $ 5,000 $ 10,000 50 
Labor Cost.... 50,000 75,000 66 
Other Cost .... 5,000 15,000 33 
Total Cost .. . $60,000 $100,000 60 
Production Cost Centers 
Cost Center 003 Budget Cost Ratio 
Material Cost .. $10,000 $ 20,000 50 
Labor Cost.... 60,000 70,000 85 
Other Cost .... 10,000 10,000 100 
Total Cost . . . $80,000 $100,000 80 
—_—_—_—_—_ ——————_— 


37 


The machine speaks directly from the 
data. The print-out of the above information is 
keyed by the Budget/Cost ratios. A comparison 
of cost and the budget, or the expected cost, 
by the basic cost elements (Labor, Material, 
and Other) is made automatically. Other cost 
elements can be added if desired. For example, 
Direct Labor Hours. 


Thus, the processing of cost data can be 
organized for a Budget/Cost control that bites 
into every segment of NIF’s operation after the 
fashion of the Price/Cost determinators of the 
private business corporation producing for the 
open market. 


Furthermore, the Management Bureaus 
have a magnificient management means in the 
Rubric Budget/Cost Ratios. Much control and 
intimate directional information can be ab- 
stracted from the Rubric Data of Phase C, 
Schematic C. Consolidated comparative control 
ratios obviously can be computed by EDPS. 
These computations can save a lot of tax money 
as the NIF mills grind on. For, in the poet’s 
language, Thar’s gold in ‘‘them Rubrical Hills.” 


At the NIF activity level the supervisors, 
the leading-men .. .all the men responsible 
for basic costs of Phase A will feel their cost 
responsibility. Tendrils of this system reach 
into every nook, every cranny of the NIF 
Organization. . .to every spot where any dime 
of basic tax money is spent. 


A similar setup of the Rubric System can 
also be established for the billings to NIF’s 
customers. Thus, there would truly be a 
balanced system of management controls. A 
cost consciousness, a feeling for enterprise 
in NIF corporate activities would develop simi- 
lar in spirit to that in the best private busi- 
ness corporations. 


CONCLUSION. 


NIF Accounting needs new concepts, a new 
spirit. . .and a raison d’etre. Its body needs 
resuscitation. These things must happen: 


1. Substitute for the concept Price/Cost 
control effective in business operations, the 
Budget/Cost control effective in government 
operations. 


2. Increase the use of EAM or EDPS for 
document balance and control. 


3. Make positive account reconciliations. 
Require the immediate identification of all 
open- item or not-processed documents sothat 














such documents can be found and the pro- and source, Services by type and rates, etc. 


cessing completed before the maw of files 5. Make monthly billings of accruedcosts 

causes the documents to disappear or be very to all customers. 

hard to find. The Rubric System discussed here is the 
4. Detail the commitments to the custom- one NIF improvement most urgently needed. 

ers by cost element incJuding Labor by class, Involved here is a program of increased use- 

Overhead by kind and rates, Materials by kind fulness of data processing capability. 


NEWS RELEASE 


INDUSTRIAL COLLEGE of the ARMED FORCES 
FORT LESLEY J. McNAIR, WASHINGTON 25, D.C. 








To The Editor: 


WASHINGTON, D. C. — Walter T. Cooper, Balah Farm, Fauquier County, 
Gainesville, Va., was recently cited by Lt. Gen. George W. Mundy, USAF, Com- 
mandant of the Industrial College of the Armed Forces, Washington, D. C., for 
having completed the college’s correspondence course with honors. 

The course entitled ‘‘The Economics of National Security,’’ is based on the 10- 
month resident course conducted for seiected senior officers of the military services 
as well as officials of the civilian governmental agencies. 

The Industrial College which operates under the immediate control of the Joint 
Chiefs of Staff, is the only senior joint service college which devotes itself to the 
study of the geo-economic factors of national and international affairs. Its mission 
is to educate its students in the economic, political, scientific, industrial and social 
aspects of national security under all conditions: normalcy, economic stress, and 
limited or total conflict. 

The correspondence course which is available without cost to qualified civilians 
in business, industry, and the various professions as well as to officers of the 
reserve and regular forces, takes about one year to complete. Interested persons 
may apply to the Commandant, ICAF, Washington 25, D. C. 

Mr. Cooper is presently employed as Chief, Mutual Security Division, Office 
Director of Army Budget, Comptroller of the Army, The Pentagon, Washington 25, 
D. C. He is a member of the Army Finance Association and the American Society 
of Military Comptrollers. He attended Drexel Institute of Technology from 1924 to 
1928 studying Commercial Engineering, Accounting and Business Administration. 
He also attended George Washington University Law School at night, and was ad- 
mitted to the Bar of the District Court of the U. S. for the District of Columbia and 
the U. S. Court of Appeals for the District of Columbia Circuit in 1938. He received 
the degree of Bachelor of Laws from The George Washington University in 1940. 
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Editor’s Comment | ! 





THE CHAINS AGAIN 





Remember when chain letters were all the rage? 
Well, every once in a while the chain letter idea comes to life. 


The other day a friend of mine received a chain letter sent him by a friend. 
It read: ‘‘This chain was started in the hope of bringing happiness to all tired 
businessmen. Unlike most chains, it doesn’t require money. Simply send a copy 
of this to five male friends, then bundle up your wife and send her to the fellow 
whose name heads the list. When your name reaches the top of the list, you will 
receive 15,186 women and some should be dandies. Have faith. Don’t break the 
chain. One man broke it and got his wife back.”’ 
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COST CONTROL IN THE FEDERAL GOVERNMENT 


Submitted by Marvin B. Hopkins* 
* Chief Cost Analysis Branch - Budget Division - USCG Headquarters 


* Author credits for source of material, article prepared by The Committee on Governmental 
Accounting, District of Columbia Institute of Certified Public Accountants, August 1958, as follows: 


Winson Jones, Committee Chairman 
Marvin B. Hopkins, Subcommittee Chairman 


Harry E. Howell 
Oscar Olson 


I. INTRODUCTION 


For a number of years prior to the passage 
of Public Law 863 in 1956, there was much 
discussion and controversy both in and out of 
the Federal government concerning the merit 
of the two principal provisions of the legis- 
lation, namely (1) cost-based budgeting and 
(2) accrual accounting. Progress has sub- 
sequently been made toward implementing the 
provisions of Public Law 863 (the budget for 
the fiscal year 1959 included 98 cost-type 
presentations out of a total of more than 500 
current appropriations); however, the overall 
program to institute the new procedures has 
not advanced as rapidly as warranted. Even 
more important, there is some indication that 
the legislative review of agency budget pre- 
sentations is not giving proper emphasis toand 
agency management is not deriving the fullest 
advantages from the improved reporting sys- 
tems now available in a number of government 
operations. 

Progress toward securing the significant 
advantages to be derived from the application 
of modern control techniques to governmental 
operations has not been as rapid as it might 
have been. There is an urgent need for achiev- 
ing better understanding on the part of depart- 
mental officials and members of the Congress 
of the substantial advantages to be derived 
from such techniques. In this regard, it should 
be clearly understood that the primary em- 
phasis shold be given to employing such tech- 
niques toward achieving more effective mana- 
gerial control over operations as opposed to 
merely changing the bookkeeping procedures. 


Il. BACKGROUND OF ACCOUNTING AND 
BUDGETING IN THE FEDERAL 
GOVERNMENT 


To comprehend the present need for and 
advantages to be obtained from cost budgeting 
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and accrual accounting, it is first necessary 
to understand the historical role of accounting 
in the Federal government and to recognize 
the tremendous financial and budgetary control 
problems now associated with governmental 
operations. 

Financial control problems in the Federal 
government were of a minor nature for the first 
one hundred fifty years following the nation’s 
founding. Due to the very limited expenditures 
required, simple fund procedures offered a 
reasonably adequate basis of accounting. With 
the growth of the nation, budget and revenue 
problems at times became acute, especially in 
periods of war; however, it was not until 1913 
that the first major revenue measure, the 
Federal income tax law, was enacted. Even 
though World War I necessitated rather heavy 
Federal expenditures, the financial problems 
of the government were still rather limited as 
late as 1930. At that time, the Federal debt 
was only $16.2 billion and annual Federal ex- 
penditures only $3.4 billion. 

Prior to 1921, noagency of the government 
was charged with the responsibility of prepar- 
ing anything approaching an organized budget 
for the Federal government as a whole. Under 
the fiscal procedures then in existence, each 
agency prepared an annual estimate of funds 
required. The agency estimates were then 
brought together in a ‘‘book of estimates’’ by 
the Secretary of the Treasury and presented 
directly to the House of Representatives. The 
office of the President had no facilities nor 
staff for controlling or directing the financial 
administration of the government. The Budget- 
ing and Accounting Act, 1921, provided for the 
first time for a national budget system and 
required the President to submit to Congress 
an annual budget of estimated receipts and 
expenditures. 

The advent of counter-depression meas- 
ures during the 1930’s and the later cost of 
World War II were the twocontributing factors 








most responsible for the present day structure 
of the Federal budget as well as for the size 
of the national debt. Since the Congress has 
the primary responsibility for enacting revenue 
measures and for approving expenditure pro- 
grams, it is only natural that the development 
of accounting and budgeting in the government 
must be closely related to wishes of that body. 

Very few governmental programs are con- 
sidered to be self-supporting. That is, most 
governmental programs can be termed expend- 
iture programs, the financing of which depends 
upon expenditure authority approved by the Con- 
gress. The actual funds for financing such pro- 
grams come generally from Federal taxes or 
Federal borrowing. For the most part, the 
taxes assessed do not have a direct relation- 
ship to the benefits to be received or service 
provided. Stating it another way, the individuals 
or sectors of the economy deriving direct 
benefits from an activity, such as the agricul- 
tural subsidy program, do not pay special 
taxes or assessments directly related to the 
benefits received. (A major exception to this 
is the postal service.) 

In the process of appropriating funds for 
an individual governmental agency or program, 
Congressional review has been limited in ef- 
fectiveness due to many factors including: 


(1) The nature of our political- economic 
system has generally contributed to strong 
support for expenditure programs, while 
the financing of such programs has often 
been considered quite another matter. 


(2) The historical system of govern- 
mental accounting has more often obscured 
rather than revealed costs of operation 
with respect to specific programs. 


(3) The budget process of appropriating 
funds on an obligation basis has not in- 
volved relating results obtained with funds 
expended or costs incurred in any one year. 
This has resulted from the fact that, under 
the obligation system, the annual carry- 
over appropriations of prior years, and in- 
ventories and other resources on hand at 
the beginning of a fiscal year have not been 
accorded the consideration warranted in 
approving new spending authority. Under 
the system followed, it has been possible 
for the Congress to cut the budget of an 
agency, yet find that the agency subsequent- 
ly spent more money than was originally 
forecast. 

The shortcomings of the obligation system 
of Federal budgeting is best illustrated by 
citing the relationship of the annual budget to 
total governmental resources. As was mention- 
ed previously, the budget presented to Congress 
annually is merely a proposal for new spending 
authority. For the most part, the planned use 
of assets on hand as well as remaining unex- 
pended appropriations of prior years does not 
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require positive action on the part of the Con- 
gress incident to reviewing and approving the 
new budget. The significance of this type of 
review is highlighted by citing the dollar 
amounts of these three factors for a recent 
period: 


Federal budget — 1958 

ee eee ee $ 73.3 billion 
Appropriations and other ob- 

ligating authority carried 

forward from prior years . $ 70.0 billion 
Governmental assets on hand 

(per physical property in- 

ventory June 30, 1956) 


Real property........ $ 56.1 billion 
Personal property — 
inventories ........ 65.4 billion 


Personal property — 
other OebetS ik iss 113.5 billion 


$235.0 billion 


In reviewing the 1958 budget requests, the 
Congress largely restricted its attention to 
the $73.3 billion of new spending authority, 
giving little attention to the control and use 
of inventories and other assets assigned tothe 
various agencies and departments, as well as 
the carry-over appropriations from prior 
years. Agency personnel have likewise largely 
limited their concern and attention to the spend- 
ing authority being sought. The net result of 
this approach has been to place controls in 
government operations at the point of purchase 
or order placement with little or no subsequent 
control over the effective utilization of re- 
sources or assets acquired. The absurdity of 
this approach is illustrated by relating its ap- 
plication to a large industrial corporation. It 
would be tantamount to such a corporation 
concerning itself only with the process of pur- 
chasing additional materials and supplies, with 
little or no consideration given to the proper 
application and utilization of inventories, plant, 
equipment and other assets already on hand. 

It is evident that the attainment of more ef- 
fective governmental operations would be con- 
siderably enhanced by the introduction and use 
of a system of budgeting and accounting that is 
concerned with total resources and costs ap- 
plied, and not just to the assets andcosts cov- 
ered by the current year’s budget for new spend- 
ing authority. Surely the control over govern- 
ment owned real and personal property aggre- 
gating $235 billion must be considered the very 
minimum requirement of any adequate system 
of financial administration. 


lil, ACCRUAL ACCOUNTING SYSTEM 


One of the basic postulates of modern 
accounting is that in order to properly reflect 
operating results (revenue and expense for a 
given period) and to adequately control assets 
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and reflect financial position, all significant 
transactions must be recorded. For many 
years, private enterprise has recognized this 
basic principle and has given effect to it through 
the use of ‘‘accrual accounting’’ methods. In 
contrast, government agencies generally have 
followed the practice of controlling funds 
through a system of budgetary accounts which 
involve recording transactions largely at the 
time orders for goods or services are placed. 
Accrual accounting provides for the recording 
of revenue as earnedand reflecting expenses at 
the time the goods and services are consumed 
or placed into service regardless of when 
orders are placed or payment is made. 

The desirability of further development of 
accrual accounting in the Federal government 
was recognized in Public Law 863 by the pro- 
vision that each executive agency shall main- 
tain accounts on an accrual basis. Some of the 
essential data which can be developed from an 
accrual accounting system are: 

a. Cost accounting,data whereby the cost 
of performance can be obtained. This 
makes it possible to relate costs incurred 
to the amount of work produced. It also 
provides data for comparisons with stand- 
ards of other agencies or of the same ag- 
ency for prior periods. Only through the 
use of cost data as a means ofcontrol can 
financial management reach its maximum 
potential. 

b. An adequate basis for safeguarding 
and controlling resources. 

c. Accounting support for budget esti- 
mates. Adequate provision can be made for 
the preparation of analyses which will give 
a full disclosure of operations. This wiil 
give reviewing authorities a basis for eval- 
uating and understanding program re- 
quests. 

d. Financial reports stated in meaning- 
ful terms and related to the Factors to be 
considered in designing an accrual ac- 
counting system are set forth in the ensu- 
ing paragraphs of this part. 


A. Type of System Most Useful 

In order to attain maximum usefulness, an 
accrual accounting system must be tailored to 
each agency’s management and accounting re- 
quirements. There can be no standard system 
developed which will meet all of the needs of 
varied types of operations. In designing a sys- 
tem, consideration must be given to program- 
ming, alignment of responsibilities, manage- 
ment concepts, and objectives. Because man- 
agement officials are the most familiar with 
these considerations and will be the principal 
users of the data provided, it is essential to 
obtain their advice and cooperation if the sys- 
tem instituted is to be useful. 





B. System Must Provide a Measure of Costs 
The prime objective of any effective ac- 
counting system is that it should facilitate 





41 


managerial control of operations. To control 
costs there must be a unit of measurement 
which will permit an objective evaluation and 
comparison of results or work produced. In 
most government operations, units of measure- 
ment or indicators can be developed for pro- 
grams, missions, projects and functions. Ob- 
viously, certain operations such as government 
industrial plants lend themselves much more 
readily to work load measurement than would 
be the case for regulatory or administrative 
agencies. As a practical matter, the operations 
of many government agencies would involve 
cost measurement factors ranging from per- 
haps standard costs to limited overall economic 
indicators for the various sub-organizational 
units. However constituted, the work load 
measurement factors should be related to the 
funding structure and the accounting system 
should be compatible with the overall budget- 
ary structure. 

Programs, missions and functions alone do 
not reflect desirable cost objectives unless they 
are related to areas of management responsi- 
bility. The accounting system should therefore 
reflect on a consumed basis the cost of pro- 
grams, missions and functions for the various 
areas of management responsibility. This is 
especially important ina government operation 
where some of the profit incentives for control 
are missing. The things to do, therefore, in 
establishing an accounting system are(1) iden- 
tify the major functions or missions (2) divide 
these functions or missions into activities and 
(3) establish such breakdown of activities as are 
needed for proper management. This should 
provide the framework for the expenditure as- 
pects of the budgeting, accounting and reporting 
systems. 

An ideal accounting and reporting system 
should provide cost data at the lowest level of 
operations measured by the programs, mis- 
sions, functions or product. Successively at 
each higher level of management the data 
should be summarized so that sufficient data is 
provided for exercising control in keeping with 
responsibility assigned. For top level manage- 
ment, overall costs of the missions, functions 
or product should be presented in sufficient 
detail to reveal the performance of each 
principal area of responsibility. 

C. System Should be Compatible with the 

Budget 

Costs derived from the accounting system 
measure performance, whereas the budget con- 
sists of a predetermined financial plan. Both 
are essential and inseparable management de- 
vices for controlling operations. Both are in- 
terdependent and so intermeshed in objectives 
that it is only emementary that both should be 
compatible in structure. The accounting system 
should provide the means of measuring pro- 
gress in terms of budget forecasts and also 
the means for making comparisons of perfor- 
mance with planned objectives. This can only 

















be attainted where budgeting and accounting are 
fully coordinated and integrated. 

The accounting system should support the 
budget and financial data for budgetary and ac- 
counting purposes should be presented in the 
same Classifications or units of measurement. 
That is, each should present costs in terms of 
programs, missions and functions with as much 
detail as is necessary for proper guidance. 


D. System Should Not be too Detailed 

No attempt should be made to design an 
accounting system to answer every conceivable 
management need for cost detail. To do this 
would make the system so cumbersome and the 
cost of operation so exorbitant as to offset all 
benefits. One time need for detailed informa- 
tion should be met by analysis or sampling of 
underlying data and not be a routine built into 
the system. By having management officials 
participate in the initial development of the 
system, they will gain a better appreciation of 
the statistical and financial data available, and 
requests for special information will be cor- 
respondingly reduced. 





IV. BUDGETING IN THE FEDERAL 
GOVERNMENT 


Until fairly recent years, the Federal 
government’s annual budget consisted of esti- 
mates of obligations to be incurred during the 
year, analyzed by so-called expenditure objects, 
such as personal services, supplies, equipment, 
etc, The undue attention directed to the objects 
of expenditure often resulted in overlooking the 
size and need for the programs themselves. 
Let us look at this method of budgetary presen- 
tation and see what it had to offer. The Ap- 
propriation Committees of the Congress had 
only limited information on which to evaluate 
the objectives to be obtained other than the gen- 
eral mission of the government unit concerned. 
It was therefore difficult to determine the 
proper amount of funds required for a given pro- 
gram. The only basis available to test the rea- 
sonableness of such a budget was to make a 
comparison with prior years’ budgets. How- 
ever, there was no way of assuring that the 
prior years’ budgets were reasonable. 

After funds were appropriated by the Con- 
gress, the agencies set up controls mainly to 
assure that obligations were not made in excess 
of available funds. However, little or no dis- 
tinction was made between the purchase of ma- 
terial and supplies which were to be consumed 
immediately and those which would be available 
for future use or delivered in future years. 
This method of budget preparation resulted in 
serious control deficiencies and made it very 
difficult for management to effectively dis- 
charge its responsiblities. 

Budgeting is an instrument of management 
on which a price tag can be placedand a meas- 


42 


ure of accomplishment can be determined. Ac- 
countants should render every possible assist- 
ance and be responsible for the correctness of 
the presentation and accounting treatment of 
financial data underlying the budget. However, 
the primary responsibility for formulation ofa 
budget must rest with management. Those who 
are responsible for the accomplishment of the 
operating program must participate in the pre- 
paration of the related financial plan. 


V. THE COST-BASED BUDGET 


The major weakness of the Federal budge- 
tary system has been the failure to develop the 
budgetary processes toa point where they could 
be useful for managment control and planning 
purposes. The advent of the cost- based budget 
has provided a means for overcoming this weak- 
ness. 

A cost-based budget is an operating plan 
which has been developed and stated in terms 
of costs to be applied during the period. Such a 
budget should be fully compatible and integrated 
with the accounting system. One of the functions 
of a budget is to provide a means for evaluating 
what has been done, as well as toproject future 
results. It must be a specific and understand- 
able plan of action stated intermsofdollars. A 
budget which does not provide for comparison 
between planned and actual results is of little 
value to management and reviewing authorities. 


A. Preparation of a Cost-Based Budget 

For the purpose of describing the prepara- 
tion of a cost-based budget, an agency request 
for regular operating funds will be used. It will 
be assumed that an adequate accounting system 
has been provided with activity or program 
classifications consistent with the proposed 
budget presentation. 

The first step in preparing a cost- based 
budget involves a determination of the work load 
or quantity of products or services to be pro- 
vided or produced by the agency for the budget 
year. This would be equivalent to a commercial 
organization projecting volume requirements 
on the basis of sales forecasts. It is of the ut- 
most importance that the level of operations 
forecast be carefully determined and that the 
final work load figures used in the budget be 
firmly supported. 

Once the program and level of operations 
have been established, the related work units 
or other work measurement statistics should be 
projected. Where the governmental unit pro- 
duces an end product, the various expense or 
cost classifications will be determined simply 
by multiplying the bill of materials, labor and 
overhead schedule by the units to be manufact- 
ured. Where a service is rendered(as opposed 
to a manufactured product), a comparable work 
unit will have to be determined and related to 
the volume of services underlying the budget. In 














short, regardless of the mission or work pro- 
gram at hand, some meaningful measurement 
unit stated in terms of cost should be used to 
project expense classifications to be included 
in the budget. 


B. Resources Available for Application to 

Cost 

In determining the method ‘of financing 
costs, the resources which are available for ap- 
plication to costs (other than appropriations) 
must be carefully estimated as they willaffect 
the amount of appropriation required. The com- 
mon types of resources available for carry- 
over from year to year are (1) inventories (2) 
undelivered orders (3) advances on contracts 
and (4) work in process. It is just as import- 
ant to account for and utilize resources which 
have been acquired from appropriations of other 
years as it is to plan the use of current ap- 
propriations. 

Inventories are one of the resources car- 
ried over and are common to most agencies. 
This resource poses few problems inagencies 
in which the inventory level remains relatively 
constant from year toyear. However, incertain 
agencies, inventories on hand run into many 
millions of dollars and will vary greatly depend- 
ing upon delivery date of long lead time items, 
issues for consumption, etc. This may be 
further complicated by the geographical loca- 
tion of inventories in this country and abroad. 
Under these circumstances very careful plan- 
ning is required. Such plans must include de- 
tailed information as to the programs being 
planned, long lead time items to be ordered 
and expected delivery dates. Changes in level 
of operations may also entail changes in jn- 
ventory level. 

Another major resource is undelivered 
orders, i.e., contracts and orders outstanding 
at the year end for which delivery of material 
or services will be made in future fiscal years. 
In agencies where the amount of undelivered 
orders is relatively constant, few problems are 





- encountered. However, in agencies where pro- 


grams are constantly changing and large un- 
delivered orders for long lead time items are 
the rule rather than the exception, the problem 
becomes acute. Here again it is necessary to 
have intimate knowledge of the programs to be 
carried out if an intelligent estimate is to be 
made. An analysis of program plans must be 
made and such things as delivery of materials 
ordered, contract completion dates, etc., must 
be carefully evaluated. 

Other forms of resources, such as ad- 
vances, work in process, and other miscellane- 
ous resources can be evaluated in much the 
same manner as inventories and undelivered 
orders. The budgeting of resources to becar- 
ried over is one of the more important aspects 
of the cost-based budget and admittedly it re- 
presents an area where considerable variance 
between estimates and actual is possible. How- 


43 


ever, the knowledge gained through the type of 
analysis and evaluation required will be a 
valuable aid to management in planning and 
discharging its responsibilities. 


C. Problem Areas in Cost-Based Budgeting 

We would like to discuss some of the 
problems areas which are encountered in the 
preparation of cost-based budgets. Some of 
these areas require Congressional action to 
resolve, some can be resolved by the Bureau 
of the Budget and other cognizant agencies, 
and some can be resolved through coordinated 
effort within the various agencies. 

TIME ELEMENT — In order to meet re- 
quired deadlines, some agencies begin the 
preparation of a budget approximately eighteen 
months prior to the beginning of the budget 
year. This introduces two basic areas in which 
difficulties may be encountered and must be 
resolved. (1) It becomes imperative to estab- 
lish long range plans relating to the expected 
work load level; (2) in order to place a dollar 
amount on the long range plan, unit costs, prices 
and related factors must also be projected. 
However, for the initial stage of the budget 
preparation the current fiscal year has not 
ended and actual current costs are not available. 
For some activities it may be possible to em- 
ploy standard costs or other predetermined 
base cost figures. It may be that costs for 
the latest calendar year or for the latest four 
quarters can be used provided that unusual or 
abnormal factors affecting such costs are prop- 
erly excluded. Before presentation of the 
budget in its final stage, costs should be re- 
viewed and compared with costs used as a 
basis for preparation of the budget in its initial 
stage. If this review reveals major differences 
adequate investigation should be made and ad- 
justments incorporated in the budget where 
warranted. 

BASE AND PROGRAM CHANGES - Under 
the obligation basis of budgeting, it generally 
was not possible to relate funds requested with 
work to be performed in the budget year. A 
cost- based budget automatically provides such 
information along with the necessary controls 
governing new purchase commitments. One of 
the historical methods of appraising an agency 
budget was to compare the funds requested for 
the budget year with the funds authorized for 
the prior year. Under the cost-based budget, 
this comparison would entail reviewing the 
resources on hand together with the costs to 
be incurred for the two years. Perhaps more 
important, the program, the work load and the 
operating level forecast must also be scrutiniz- 
ed and properly considered. Estimates for the 
budget year and the current year together with 
actual cost figures for the prior fiscal year 
should be shown. This affords an opportunity 
to re-cast current year cost estimates and 
changes in resources carried over in order to 
reflect any necessary changes in cost or change 

















in resource estimates made necessary by 
changes in the operating plan. 

Program changes consist of new activities 
or expanded activities which result in in- 
creased costs or increase in selected re- 
sources or a combination of both. An effective 
cost-based budget consists of costs and changes 
in selected resources and in determining what 
constitutes a program change the two elements 
must be considered as a whole. For example, 
let us assume that the cost level will remain 
substantially the same for the budget year and 
current year. However, in the budget year the 
inventory level will be decreased and thereby 
less funds will be required. No program change 
has occurred. The costs remain the same and 
the amount of budgeted resources on hand de- 
creases. 


D. Justification in Terms of Cost 
All changes in the level of operations 

should be justified on a cost basis. When it 
becomes necessary or desirable to reduce an 
appropriation request, it can be done in an 
orderly manner by determining the programs 
which must be cancelled or curtailed. The 
costs covering such programs should be iden- 
tified if possible and deducted from the esti- 
mated costs included in the budget. In dis- 
cussing the yearly budget and presenting justi- 
fication to the Bureau of the Budget and the 
Congress, such discussions should be made in 
the following order: 

(1) Total costs to be incurred 

(2) Changes in inventories and other re- 

sources on hand 
(3) Changes in unfilled orders and con- 
tracts 

(4) Appropriation requirements 
This is in consonance with the recommendations 
of the Hoover Commission and the hearings 
leading to the passage of Public Law 863. Con- 
trolling and accounting for resources on hand 
is just as important and should be so con- 
sidered, as controlling and accounting for ap- 
propriated funds. 





E. Reimbursable Programs 

The amount of work performed by govern- 
ment agencies for other agencies and depart- 
ments on a reimbursable basis is increasing. 
There are two distinct problems posed by such 
activities, namely (1) the justification of the 
need for the service by the procuring agency 
and (2) the substantiation of the costs incurred 
by the service agency. Where it is feasible to 
maintain records specifically identifying the 
costs related to the service or product pro- 
vided, few problems are encountered with 
respect to the latter. However, a large number 
of reimbursable programs must of necessity 
be carried on concurrently with an agency’s 
regular operating program. In such cases, it 
may not be practicable to attempt to segregate 
each element of cost applicable to the reim- 
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bursable program. In lieu thereof, the amount 
of the reimbursement required may be com- 
puted by statistical sampling techniques or 
determined by making an overall estimate of 
direct and related indirect costs. 

In the budget of the procuring agency, 
adequate justification should be furnished 
supporting the level of the service to be pro- 
cured. Moreover, the budget review should 
include an evaluation of the economic desir- 
ability of securing such services from alter- 
native sources outside the government. The 
budget of the service agency should cor- 
respondingly provide adequate substantiation 
for the costs to be incurred relative to furnish- 
ing such services. If such costs are not 
budgeted and justified by the service agency, 
there is a good possibility that no meaningful 
justification will be supplied. It is recognized 
that in some instances it will not be practicable 
for the service agency to attempt to budget 
work to be performed for other government 
units, particularly where special non-recurring 
projects are involved. 


F. Donations 

It frequently happens that government 
agencies have on hand inventory, equipment, 
etc., for which there is no present need. In 
certain cases, such assets are transferred on 
a non-reimbursable basis to other agencies. 
The material transferred may either be added 
to inventory or placed directly into use. The 
accounting system should provide financial 
information on the value of donations in and 
out. In building a cost-based budget, donations 
should be reflected as costs or as changes in 
resources depending upon whether they are 
placed in inventory or immediately consumed. 


G. Budget Presentation 
e format for the budget presentation 
should be in two parts: 

(1) Determination of requirements in 
terms of costs. All costs to be in- 
curred should be included and no dis- 
tinction should be made as to reim- 
bursable programs, costs generated 
from donated assets, etc. 

(2) Resources available and required. All 
resources available for application to 
cost should be shown. This includes 
changes in inventories and other assets, 
reimbursements and donations antici- 
pated, and the amount of appropriated 
funds required. When higher inven- 
tories are anticipated for the budget 
year as compared with the past year, 
the increase should be justified. 





A top summary schedule of a cost-based 
budget under the present obligation basis of 
appropriations might appear as follows: 











PROGRAM BY ACTIVITIES 


de rs no See are ee 


DEDUCT UNFUNDED COSTS 


eee ee ee ere 


INCREASE (—DECREASE) IN RESOURCES 


Change in inventories . 2... ..6.....2.2.. 
Change in undelivered orders........... 
Resources donated (net)..............-.- 
ee ee ee eT ee 


APPROPRIATION REQUIRED ............. 


VI. ACCRUED EXPENDITURE APPROPRIA- 
TIONS 


At this writing consideration is being given 
to placing governmental appropriations on an 
‘*accrued expenditure’’ basis as opposed to the 
present obligation basis. This change in the 
appropriations procedure has the support of 
the Second Hoover Commission and many other 
investigative groups that have studied Federal 
fiscal practices. Under the Hoover Commission 
proposal, more emphasis in governmental bud- 
geting would be given to the point of actual 
receipt of merchandise or services. 


While the advantages inherent in the ac- 
crued expenditure basis of appropriations 
would seem to merit the support of an informed 
citizenry, certain facets of the total financial 
control problem should be borne in mind. 


A. It is practicable to employ cost- 
based budgeting techniques under both the 
“‘obligation’’ and ‘‘accrued expenditure’’ 
bases of appropriation. 


B. The application of the ‘‘control’’ con- 
cept to governmental operations is com- 
pletely feasible within the present frame- 
work of the government’s fiscal structure, 
provided that adequate Congressional sup- 
port and executive direction are present. 


In essence, the introduction of modern financial 
management techniques to governmental oper- 
ations need not and should not be deferred. 





Current Budget 




















Past Year Year Year 
....+ $ 4,420,000 $ 4,430,000 $ 4,432,000 
.... 3,380,000 3,382,000 3,382,000 
.... 3,360,000 3,355,000 3,350,000 
.... 3,350,000 3,360,000 3,365,000 
.... 3,340,000 3,335,000 3,330,000 
.... _ 3,325,000 3,330,000 3,328,000 
.... 21,175,000 21,192,000 21,187,000 
eae 500,000 1,000,000 2,000,000 
21,675,000 22,192,000 23,187,000 
— 700,000 750,000 800,000 
20,975,000 21,442,000 22,387,000 
.... 100,000 400,000 — 250,000 
.... 300,000 100,000 — 50,000 
.... 200,000 — 100,000 — 150,000 
.... —2,000,000 —3,000,000 — 1,500,000 
— 2,600,000 — 2,600,000 —1,950,000 
.... $18,375,000 $18,842,000 $20,437,000 





VII, SUMMARY 


With the over-all expansion of the country 
and the probable continuance of international 
tensions, it appears that demands for govern- 
ment services may continue to increase. At- 
tendant to the anticipated increase in govern- 
mental programs, there is every indication 
that salaries and other costs of operation will 
probably continue upward. This, together with 
the mounting national debt, makes it imperative 
that more effective financial and management 
control techniques be employed in Federal 
government operations. 

Accounting and budgeting can and should 
play an increasingly important part in the de- 
velopment of improved and more economical 
methods. However, an overnight improvement 
in government operations as a result of changes 
in financial procedures should not be expected. 
Changes of a bookkeeping or procedural nature 
will not alone bring about the needed financial 
management improvements. Along with these 
measures, it is essential that both the executive 
and legislative branches of the government give 
greater emphasis to the techniques inherent in 
the ‘‘control’’ philosophy which has contributed 
so much to the outstanding performance ofour 
system of free enterprise. It would be most 
unfortunate if the commercial accounting and 
budgeting procedures were instituted without 
concurrent emphasis being given to the manage- 
ment control aspects of government operations. 
While the financial procedural changes will en- 
hance the prospects of attaining more effective 
operational control, such procedures will not 
automatically produce the desired results. 
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FROM 
ADDING. 
MACHINES ts rset 


~tapacity electronic computer system—or 
anything anywhere in between— Burroughs 


, has just the equipment for you. 
-There's the speedy, colorful Ten Key Add- 
ing Machine, for instance, and the small 
: yy business or branch office P-600 Accounting 
“ Machine. Further up the scate, there’s the. 
CO M PUTERS a -g - Versatile, Righly mechanized Sensimatic 


| Ks ne Machine raya fast, efficient, 
THERE’S A ‘ecointing Machine. or it your data 
processing needs are myriad and complex, 
BURROUGHS. farstte sats, nen pc 


ANSWER : TO Burroughs line of figuring and data proc- 


essing equipment is-the Most-complete — - 


YO U R and advanced made. > 


Its purpose in every case: to give you 


AGCOU NT] NG accurate, up-to-the-minute, instantly avail- 


able figure facts.on any or.all phases of 


AND. DATA 2 rss mes 


A reliable solution to your specific figuring 


PR OC ESS| N G and data processing problem is as near-as 


our local branch office. Call-now to have 


PROBLEMS. 3222s, zzer su donor: 


Burroughs—TM 
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“NEW DIMENSIONS 7 IN ELECTRONICS AND ‘DATA: PROCESSING SYSTEMS” 








For the Comptroie. ‘ce 


A new concept in data handling: | a | 


RCA 501 


2 Electronic. Data Processing a 


Automation in’ its most modern and 
"practical sense comes to the aid of 
the armed forces comptroller with 
the introduction of the RCA 501— 
~- an all-transistor data handling sys- 
tem of moderate size that permits 


gradual expansion without disturb- » 


- ing the basic installation, or change 
in programming approach. Lighter, 

_ Smaller, requiring a minimum: of 
“power and coéling, the RCA 501 is 
a full-scale system that is highly ad- 


"vanced In-every’ phase of electronic 
~~ data processing. ; | 
ara by its features, the 


~ Army, Navy and Air Force; as well ° 


as- several “government agencies, 


have ordered.the RCA-501. And 
orders have been received from 


y leaders “in such” diverse fields. as- 


banking, insurance, manufacturing; - 
public utilities and others. 
The RCA 501 may be seen a 


full-Scale daily, operation at the. ~ | 


RCA: Electronic Data Processing 
Center, Cherry Hill, N.J. To ar- 
range for a visit or for further infor- | 
mation, write: Radio Corporation . ~ 
of America, ‘Electronic Data Proc-- 
essing Division, Camden 2,°N. J: 
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